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PROCUREMENT PRACTICES IN THE DEPARTMENT OF 
DEFENSE 


MONDAY, APRIL 25, 1960 


House oF REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SrectAL SUBCOMMITTEE ON PROCUREMENT PRACTICES — 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 


EXECUTIVE SESSION 


The subcommittee met at 10:15 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. Now, let the committee come to order. 

Now, members of the committee, the purpose of the hearing this 
morning is to meet our responsibility as set out in section 4 of Public 
Law 86-89, Statutes. 

I have a prepared statement, and prepared charts, and I will present 
this statement and discuss these charts as we go along. 

Now, we will put this whole statement in the record. 

Each one of you has a copy of the statement, so you can read it 
as I go along. 

Members of the special subcommittee meet today to undertake the 

erformance of a duty imposed on us by statute to make a study, 

ndings, and such recommendations as may be warranted concerning 
procurement practices and policies of the Department of Defense 
and its three military departments. 

The act of July 13, 1959, Public Law 86-89, which extended the 
Renegotiation Act of 1951 to June, 30, 1962, provides, in section 4, 
that the Committees on Armed Services of both Senate and House, 
or any duly authorized subcommittee, are— 
directed to make full and complete studies of the procurement. policies and 


practices of the Department of Defense, the Department of the Air Force, the 
Department of the Army, and the Department of the Navy. 


This act further provides that— 


such studies shall include an examination of the experience of such departments 
in the use of various methods of procurement and types of contractual instru- 
ments, with particular regard to the effectiveness thereof in achieving reasonable 
costs, prices, and profits. 

This act further provides that the Senate and House Committees 
on Armed Services shall, not later than September 30 of this year, 
report to its own House “the results of the study conducted by it,” 
together with “such recommendations as it deems necessary or desir- 
able.” This act further provides that “all material and data col- 
lected in the course of the study” shall be made available to the Joint 
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2 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Committee on Internal Revenue Taxation to assist “that committee 
in making the study required of it,” by the same law. 

The Joint Committee on Internal Revenue Taxation is thereafter 
required to make “a full and complete study of the Renegotiation Act 
of 1951 as amended,” and of the “policies and practices of the Renego- 
tiation Board.” 

Thus, we are met now to consider— 

(1) Costs, prices, and profits as “end products” of the “procure- 
ment policies and practices of the Department of Defense and its mili- 
tary departments.” 

(2) The experiences of each of these Departments in the use of var- 
ious (@) methods of procurement and (0b) types of contractual 
instruments. 

Then, having considered data and testimony, to report our findings 
and recommendations as the study may warrant. 

For the information of the subcommittee and as part of the evidence, 
I have directed, there has been prepared and I offer in evidence, the 
following data: 

1. The text of section 4 of Public Law 86-89, the act of July 13, 
1959, from which I have just quoted. This, you will find on page 1 
of the folder on your desks. 

Now, in that connection, Mr. Courtney, will you read in the record 
our directive, which is the first one in this chart? 

Mr. Courtney. Yes, Mr. Chairman. 

Mr. Vinson. Read that now for the record. 

Mr. Courtney. Section 4 of the act of July 13, 1959, reads as fol- 
lows, in pertinent part: 

Sec, 4. StuDIES OF PROCUREMENT POLICIES AND PRACTICES AND THE RENEGOTIATION 
Act oF 1951. 


(a) (1) The Committee on Armed Services of the Senate, or any duly author- 
ized subcommittee thereof, and the Committee on Armed Services of the House 
of Representatives, or any duly authorized subcommittee thereof, are directed to 
make full and complete studies of the procurement policies and practices of the 
Department of Defense, the Department of the Air Force, the Department: of the 
Army, and the Department of the Navy. Such studies shall include an examina- 
tion of the experience of such departments in the use of various methods of 
procurement and types of contractual instruments, with particular regard to the 
effectiveness thereof in achieving reasonable costs, prices, and profits. 

(2) Each committee shall, not later than September 30, 1960, report to its 
House the results of the study conducted by it pursuant to paragraph (1) of 
this subsection, together with such recommendations as it deems necessary Or 
desirable. Each committee shall make all material and data collected in the 
course of the study conducted by it available to the Joint Committee on Internal 
Revenue Taxation to assist it in making the study required by subsection (b). 


Mr. Vinson. Next, I have directed and there has been prepared, on 
page 2 of the folder, the text of the Armed Services Procurement Act 
of 1947, as amended. That law is the authority for all contracting in 
the Department of Defense. 
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PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 3 
(The law referred to follows :) 


ARMED SERVICES PROCUREMENT LAW 


TITLE 10 (U.S.C.) 


CHAPTER 187—PROCUREMENT GENERALLY 
Section 
2301. Declaration of policy. 
2302. Definitions. 
2303. Applicability of chapter. 
2304. Purchases and contracts ; advertising ; exceptions. 
2305. Formal advertisements for bids; time ; opening ; awards ; rejection. 
2306. Kinds of contracts. 
2307. Advance payments. 
2308. Assignment and delegation of procurement functions and responsibilities. 
2309. Allocation of appropriations. 
2310. Determinations and decisions. 
2311. Delegation. 
2812. Remission of ieatdated damages. 
2313. Examination of books and records of contractor. 
2314. Laws inapplicable to agencies named in section 2303 of this title, 


Section 2301. DECLARATION OF POLICY 


It is the policy of Congress that a fair proportion of the purchases and con- 
tracts made under this chapter be placed with small business concerns. 


Section 2302. DEFINITIONS 


In this chapter— 

(1) “Head of an agency” means the Secretary, the Under Secretary, or 
any Assistant Secretary, of the Army, Navy, or Air Force; the Secretary of 
the Treasury; or the National Aeronautics and Space Administration. 

(2) “Negotiate” means make without formal advertising. 

oh “Formal advertising” means advertising as prescribed by section 2305 
of this title. 


Section 2308. APPLICABILITY OF CHAPTER 


(a) This chapter applies to the purchase, and contract to purchase, by any of 
the following agencies, for its use or otherwise of all property named in subsec- 
Lal (b), and all services, for which payment is to be made from appropriated 

nds. 

(1) The Department of the Army. 

(2) The Department of the Navy. 

(3) The Department of the Air Force. 

(4) The Coast Guard. 

(5) The National Aeronautics and Space Administration. 


(b) This chapter does not cover land. It covers all other property including— 
(1) public works; ' 
(2) buildings; 

(3) facilities ; 

(4) vessels; 

(5) floating equipment; 
(6) aircraft; 

(7) parts; 

(8) accessories ; 

(9) equipment; and 
(10) machine tools. 


(c) The provisions of this chapter that apply to the procurement of property 
apply also to contracts for its installation or alteration. 
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Section 2304. Purchases and contracts: Formal advertising; exceptions 


(a) Purchases of and contracts for property or services covered by this chap- 


ter shall be made by formal advertising. However, the head of an agency may 
negotiate such a purchase or contract, if— 


(1) it is determined that such action is necessary in the public interest 
during a national emergency declared by Congress or the President ; 

(2) the public exigency will not permit the delay incident to advertising; 

(3) the aggregate amount involved is not more than $2,500. 

(4) the purchase or contract is for personal or professional services; 

(5) the purchase or contract is for any service by a university, college, or 
other educational institution; 

(6) the purchase or contract is for property or services to be procured 
and used outside the United States, and the Territories, Commonwealths, 
and possessions; 

(7) the purchase or contract is for medicine or medical supplies; 

(8) the purchase or contract is for property for authorized resale; 

(9) the purchase or contract is for perishable or nonperishable subsist- 
ence supplies; 

(10) the purchase or contract is for property or services for which it is 
impracticable to obtain competition; 

(11) the purchase or contract is for property or services that he deter- 
mines to be for experimental, developmental, or research work, or for 
meas or furnishing property for experiment, test, development, or re- 
search; 

(12) the purchase or contract is for property or services whose procure- 
ment he determines should not be publicly disclosed because of their char- 
acter, ingredients, or components; 

(13) the purchase or contract is for equipment that he determines to be 
technical equipment whose standardization and the interchangeability of 
whose parts are necessary in the public interest and whose procurement by 
— is necessary to assure that standardization and interchange- 
ability; 

(14) the purchase or contract is for technical or special property that he 
determines to require a substantial initial investment or an extended period 
of preparation for manufacture, and for which he determines that formal 
advertising and competitive bidding might require duplication of invest- 
ment or preparation already made or would unduly delay the procurement 
of that property; or 

(15) the purchase or contract is for property or services for which he de- 
termines that the bid prices received after formal advertising are unreason- 
able as to all or part of the requirements, or where not independently 
reached in open competition, and for which (A) he has notified each re- 
sponsible bidder of intention to negotiate and given him reasonable oppor- 
tunity to negotiate; (B) the negotiated price is lower than the lowest re- 
jected bid of any responsible bidder, as determined by the head of the 
agency; and (C) the negotiated price is the lowest negotiated price offered 
by any responsible supplier; 

(16) he determines that (A) it is in the interest of national defense to have 
a plant, mine, or other facility, or a producer, manufacturer, or other sup- 
plier, available for furnishing property or services in case of a national 
emergency; or (B) the interest of industrial mobilization in case of such 
an emergency, or the interest of national defense in maintaining active 
engineering, research, and development, would otherwise be subserved; or 
, (17) negotiation of the purchase or contract is otherwise authorized by 

jaw. 
(b) The data respecting the negotiation of each purchase or contract under 


clauses (1) and (7)-—(17) of subsection (a) shall be kept by the contracting 


agency for six years after the date of final payment on the contract. 
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(c) This section does not authorize— 
(1) the negotiation of a contract to construct or repair any building, road, 
sidewalk, sewer main, or similar item, unless— 
(A) it is made under clauses (1)-—(3)-, (10)-—(12), or (15) of subsec- 
tion (a); or 
(B) it is to be performed outside the United States ; or 
(2) the erection, repair, or furnishing of any public building or public 
improvement. 


(d) Whenever the head of the agency determines it to be practicable, such 
advance publicity as he considers suitable with regard to the property involved 
and other relevant considerations shall be given for a period of at least 15 days 
before making a purchase of or contract for property, or a service, under clause 
(7) or (8) of subsection (a) involving more than $10,000. 

(e) A report shall be made to Congress, on May 19 and November 19 each year. 
of the purchases and contracts made under clauses (11) and (16) of subsection 
(a) during the period since the date of the last report. The report shall— 

(1) name each contractor ; 

(2) state the amount of each contract; and 

(3) describe, with consideration of the national security, the property and 
services covered by each contract. 

(f) For the purposes of the following laws, purchases or contracts negotiated 
under this section shall be treated as if they were made with formal advertising : 

(1) Sections 35-45 of title 41. 
(2) Sections 276a-276a-5 of title 40. 
(3) Sections 324 and 325a of title 40. 


Section 2305. FoRMAL ADVERTISEMENTS FOR BIDS; TIME; OPENING; AWARD; REJEC- 
TION. 


(a) Whenever formal advertising is required under section 2304 of this title, 
the advertisement shall be made a sufficient time before the purchase or contract. 
The specifications and invitations for bids shall permit such free and full competi- 
tion as is consistent with the procurement of the property and services needed by 
the agency concerned. 

(b) The specifications in invitations for bids must contain the necessary lan- 
guage and attachments, and must be sufficiently descriptive in language and 
attachments, to permit full and free competition. If the specifications in an 
invitation for bids do not carry the necessary descriptive language and attach- 
ments, or if those attachments are not accessible to all competent and reliable 
bidders, the invitation is invalid and no award may be made. 

(c) Bids shall be opened publicly at the time and place stated in the advertise- 
ment. Awards shall be made with reasonable promptness by giving written 
notice to the responsible bidder whose bid conforms to the invitation and will be 
the most advantageous to the United States, price and other factors considered. 
However, all bids may be rejected if the head of the agency determines that rejec- 
tion is in the public interest. 

(d) If the head of the agency considers that any bid received after formal 
advertising evidences a violation of the antitrust laws, he shall refer the bid to 
the Attorney General for appropriate action. 


Section 2306. KINDS OF CONTRACTS. 


(a) The cost-plus-a-percentage-of-cost system of contracting may not be used. 
Subject to this limitation and subject to subsections (b)—(e), the head of an 
agency may, in negotiating contracts under section 2304 of this title, make any 
oo of coniract that he considers will promote the best interests of the United 

tates. 

(b) Each contract negotiated under section 2304 of this title shall contain a 
warranty, determined to be suitable by the head of the agency, that the contractor 
has employed or retained no person or selling agency to solicit or obtain the con- 
tract under an understanding or agreement for a commission, percentage, broker- 
age, or contingent fee, except a bona fide employee or established commercial 
or selling agency maintained by him to obtain business. If a contractor breaks 
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such a warranty, the United States may annul the contract without liability or 
may deduct the commission, percentage, brokerage, or contingent fee from the 
contract price or consideration. 

(c) No cost contract, cost-plus-a-fixed-fee contract, or incentive contract may 
be made under section 2804 of this title, unless the head of the agency determines 
that such a contract is likely to be less costly to the United States than any other 
kind of contract or that it is impracticable to obtain property or services of the 
kind or quality required except under such a contract. 

(d) The fee for performing a cost-plus-a-fixed-fee contract for experimental, 
developmental, or research work may not be more than 15 percent of the estimated 
cost of the contract, not including the fee. The fee for performing a cost-plus-a- 
fixed-fee contract for architectural or engineering services for a public work or 
utility plus the cost of those services to the contractor may not be more than 
6 percent of the estimated cost of that work or project, not including fees. The 
fee for performing any other cost-plus-a-fixed-fee contract may not be more than 
10 percent of the estimated cost of the contract, not including the fee. Deter- 
minations under this subsection of the estimated costs of a contract or project 
shall be made by the head of the agency at the time the contract is made. 

(e) Each cost contract and each cost-plus-a-fixed-fee contract shall provide 
for notice to the agency by the contractor before the making, under the prime 
contract, of— 

(1) a cost-plus-a-fixed-fee subcontract; or 
(2) a fixed price subcontract or purchase order involving more than $25,000 
or 5 percent of the estimated cost of the prime contract. 


Section 2307. ADVANCE PAYMENTS. 


(a) The head of any agency may— 
(1) make advance, partial, progress, or other payments under contracts 
for property or services made by the agency ; and 
(2) insert in bid solicitations for procurement of property or services a 
provision limiting to small business concerns advance or progress payments. 
(b) Payments made under subsection (a) may not exceed the unpaid contract 
rice. 
" (c) Advance payments made under subsection (a) may be made only if the 
contractor gives adequate security and after a determination by the head of the 
agency that to do so would be in the public interest. Such security may be in the 
form of a lien in favor of the United States on the property contracted for, on 
the balance in an account in which such payments are deposited, and on such 
of the property acquired for performance of the contract as the parties may 
agree. This lien is paramount to any other liens. 


Section 2308. ASSIGNMENT AND DELEGATION OF PROCUREMENT FUNCTIONS AND 
RESPONSIBILITIES. 


Subject to section 2311 of this title, to facilitate the procurement of property 
and services covered by this chapter by each agency named in section 2303 of 
this title for any other a8ency, and to facilitate joint procurement by those 
agencies— 

(1) the head of an agency may, within his agency, delegate functions and 
assign responsibilities relating to procurement; 

(2) the heads of two or more agencies may be agreement delegate pro- 
curement functions and assign procurement responsibilities from one agency 
to another of those agencies or to an officer or civilian employee of another 
of those agencies; and 

(3) the heads of two or more agencies may create joint or combined 
offices to exercise procurement functions and responsibilities. 


Section 2309. ALLOCATIONS OF APPROPRIATIONS. 


(a) Appropriations available for procurement by an agency named in section 
2303 of this title may, through administrative allotment, be made available for 
obligation for procurement by any other agency in amounts authorized by the 
head of the allotting agency and without transfer of funds on the books of the 
Department of the Treasury. 
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(b) A disbursing officer of the allotting agency may make any disbursement 
chargeable to an allotment under subsection (a) upon a voucher certified by an 
officer or civilian employee of the procuring agency. 


Section 2310. DETERMINATION AND DECISIONS, 


(a) Determinations and decisions required to be made under this chapter by 
the head of an agency may be made for an individual purchase or contract or 
for a class of purchases or contract. Such a determination or decision is final. 

(b) Each determination or decision under clauses (11)-(16) of section 2304 
(a), section 2306, or section 2307 (c) of this title shall be based on a written 
finding by the person making the determination or decision. Such a finding is 
final and shall be kept available in the agency for at least six years after the 
date of the determination or decision. A copy of the finding shall be submitted 
to the General Accounting Office with each contract to which it applies. 


Section 2311. DELEGATION. 


The head of an agency may delegate, subject to his direction, to any other 
officer or official of that agency, any power under this chapter except the power 
to make determinations.and decisions under clauses (11)-(16) of section 2304 
(a), of this title. However, the power to make a determination or decision 
under section 2304 (a) (11) of this title may be delegated only to a chief officer 
or Official of that agency who is responsible for procurement, and only for con- 
tracts requiring the expenditure of not more than $25,000. 


Section 2312. REMISSION OF LIQUIDATED DAMAGES. 


Upon the recommendation of the head of an agency, the Comptroller General 
may remit all or part, as he considers just and equitable, of any liquidated ‘dam- 
ages assessed for delay in performing a contract, made by that agency, that 
provides for such damages. 


Section 2313. EXAMINATION OF BOOKS AND RECORDS OF. CONTRACTOR. 


(a) An agency named in section 2303 of this title is entitled, through an author- 
ized representative, to inspect the plant and audit the books and records of— 
(1). a contractor performing a cost. or cost-plus-a-fixed-fee contract made 
by that agency under this chapter; and 
(2) a subcontractor performing any subcontract under acost or cost-plus- 
a-fixed-fee contract made by that agency under this chapter, 

(b) Each contract negotiated under this chapter shall provide that the Comp- 
troller General and his representatives are entitled, until the expiration of three 
years after final payment,’ to examine any books, documents, papers, or records 
of the contractor, or any of his subcontraters, that directly pertain to, and 
involve transactions relating to, the contract or subcoritract. 


Section 2314. LAWs INAPPLICABLE TO AGENCIES NAMED IN SECTION 2303 OF THIS 
TITLE. 


Sections 5, 6, 6a, and 18 of title 41 do not apply to the procurement of property 
or services by the agencies named in section 2303 of this title. 


TITLE 50—UNITED STATES CODE WAR AND NATIONAL DEFENSE 


CHAPTER 29.—NATIONAL DEFENSE CONTRACTS 


Section 

1431. Authorization; official approval. 

1432. Restrictions. 

1433. Public record; examination of records by Comptroller General. 
1434. Re aperts to Congress ; publication. 

1435. Effective period. 


SEcTION 14381. AUTHORIZATION ; OFFICIAL APPROVAL. 

The President may authorize any department or agency of the Government 
which exercises functions in connection with the national defense, acting in ac- 
cordance with regulations prescribed by the President for the protection of the 
Government, to enter into contracts or into amendments or modifications of con- 
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tracts heretofore or hereafter made and to make advance payments thereon, 
without regard to other provisions of law relating to the making, performance, 
amendment, or modification of contracts, whenever he deems that such action 
would facilitate the national defense. The authority conferred by this section 
shall not be utilized to obligate the United States in an amount in excess of 
$50,000 without approval by an official at or above the level of an Assistant 
Secretary or his Deputy, or an assistant head or his deputy, of such department 
or agency, or by a Contract Adjustment Board established therein. (Pub. L. 
85-804, S 1, Aug. 28, 1958, 72 Stat. 972.) 

SEcTION 1432. RESTRICTIONS. 

Nothing in this chapter shall be construed to constitute authorization here- 
under for— 

(a) the use of the cost-plus-a-percentage-of-cost system of contracting ; 

(b) any contract in violation of existing law relating to limitation of profits; 

(c) the negotiation of purchases of or contracts for property or services 
required by law to be procured by formal advertising and competitive bidding; 

(d) the waiver of any bid, payment, performance, or other bond required by 
law; 

(e) the amendment of a contract negotiated under section 2304(s) (15) of 
Title 10 or under section 252(c) (13) of Title 41, to increase the contract price 
to an amount higher than the lowest rejected bid of any responsible bidder; or 

(f) the formalization of an informal commitment, unless it is found that at 
the time the commitment was made it was impracticable to use normal procure- 
ment procedures. (Pub L. 85-804, S 2, Aug. 28, 1958, 72 Stat. 972.) 

SECTION 1433. PUBLIC RECORD; EXAMINATION OF RECORDS BY COMPTROLLER GENERAL. 

(a) All actions under the authority of this chapter shall be made.a matter 
of public record under regulations prescribed by the President and when deemed 
by him not to be detrimental to the national security. 

(b) All contracts entered into, amended, or modified pursuant to authority 
contained in this chapter shall include a clause to the effect that the Comptroller 
General of the United States or any of his duly authorized representatives shall, 
until the expiration of three years after final payment, have access to and the 
right to examine any directly pertinent books, documents, papers, and records 
of the contractor or any of his subcontractors engaged in the performance of 
and involving transactions related to such contracts or subcontracts. (Pub. L. 
85-804, S 3, Aug. 28, 1958, 72 Stat. 972.) 
Section 1434. Reports To CONGRESS ; PUBLICATION. 

(a) Every department and agency acting under authority of this chapter 
shall, by March 15 of each year, report to Congress all such actions taken by 
that department or agency during the preceding calendar year. With respect 
to actions which involve actual or potential cost to the United States in excess 
of $50,000, the report shall— 


(1) name the contractor ; 

(2) state the actual cost or estimated potential cost involved ; 
(3) describe the property or services involved ; and 

(4) state further the circumstances justifying the action taken. 


With respect to (1), (2), (3), and (4), above, and under regulations. pre- 
scribed by the President, there may be omitted any information the disclosure 
of which would be detrimental to the national security. 

(b) The Clerk of the House and the Secretary of the Senate shall cause 
to be published in the Congressional Record all reports submitted pursuant 
to this section. (Pub. L. 85-804, S 4, Aug. 28, 1958, 72 Stat. 972.) 

Section 1435. EFFECTIVE PERIOD. 

This chapter shall be effective only during a national emergency declared by 
Congress or the President and for six months after the termination thereof or 
until such earlier time as Congress by concurrent resolution, may designate. 
(Pub. L. 85-804, $5, Aug. 28, 1958, 72 Stat. 973.) 

Mr. Vinson. It was enacted following World War II. It was in- 
tended to encompass all of the laws and exceptions which were born 
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both in time and in experience from and after the enactment of sec- 
tion 3709 of the Revised Statutes. 

This law is, I say, the basic authority; and we will have occasion 
during the course of this hearing to refer to it many times. It was 
originally Public Law 413. 

Mr. Batrs. Whose statement is this? 

Mr. Vinson. This is my statement. 

Mr. Bates. That is what I want to know. You used the word “I”, 

Mr. Vinson. We use the word “I” in everything here. The state- 
ment was fixed up as we normally do. 

Mr. Bates. Is it “we” or “I”? What is it going to be? 

Mr. Vinson. This is my statement. 

Mr. Bates. Or the committee statement ? 

Mr. Vinson. It is my statement to the committee. 

Mr. Bates. To the committee. 

ee That is right. We will later on refer to that back- 
ground. 

The law has now been codified as chapter 137 of title 10. We shall 
have occasion to refer particularly to section 2304 because this sec- 
tion, which consists of a basic authority and policy and 17 exceptions 
to that basic authority, is expressive of governmental policy; that is, 
of the means and the legal methods by which contracting can occur. 

I will venture one observation, at this time, with respect to the act, 
and that is this: 

Notwithstanding the explosion of technocracy into the myriad new 
weapons and methods of defense, we have not yet had to amend this 
basic act. That suggests to me that its authority is broad; even 
though there are many differing definitions and exceptions. 
| In 1957—now, members, listen to this: 

In 1957, I directed an inquiry and a report was made and studied by 
the Committee on Armed Services which showed what I considered 
an alarming tendency to “negotiate” Government procurement, almost 
to the exclusion of the sealed and advertised bidding process which is 
as old as Government itself. At that time, some 92 percent of the 
dollar value of all contracts were being negotiated. 

I have spoken of this act as an attempt at consolidation into one 
statute all of the requirements for flexibility in procurement so far as 
the grant of authority is concerned. 

But you will note that under the act, the competitive sealed ad- 
ventiond bid is the pattern; and everything else is considered, as a 
matter of public policy, in derogation of this power; and is to be 
considered the exception rather than the rule; and to be used on a 
limited basis or for a limited time or for a specific purpose. Note 
that there are 17 exceptions which we will discuss in the course of 
this hearing. The events of 1957 before the committee were these: 

Two corrective bills were introduced to stem the tide of negotiated 
contracts. At the time of the hearings, the Defense Department un- 
dertook to recast its procurement procedures, to conform by assimila- 
tion into the Armed Services Procurement Regulations the policies 
and the practices set out in the act of 1957. 
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This was necessary because (if the Members will observe) the first 
line of section 2304 directs that all contracting shall be done “by 
formal advertising” subject only to the exceptions in the act. Then 
we come to the first of 17 exceptions to that requirement. This is sub- 
section (1). Section 2304, section (a), subsection (1) may be in- 
voked as authority to “negotiate” for property or services when the 
“head of an agency” determines that negotiation is “necessary in the 
public interest during a national emergency declared by the uation 
or the President.” 

On December 16, 1950, the President issued the so-called “Korean 
National Emergency Proclamation” and thereupon the Secretary of 
Defense directed that the authority for purchasing property or serv- 
ices for the Departments of Defense should be section 2304 (a) (1). 

You will readily observe that the authority contained in this excep- 
tion suspends the legal requirement for formal advertising as a pat- 
tern, and to a degree the requirements specified in some of the excep- 
tions. 

I shall not take the time to mention each requirement excepting to 
say, for example, that in some cases, the decisions to use a particular 
exception must be made by a Secretary; some delegations of authority 
are forbidden. 

Such requirements were intended to centralize responsibility and 
keep the exceptions from being abused by having their use under- 
taken only under responsible authority. That was the state of fact 
and law in 1957. 

When those hearings were commenced, the Departments protested 
and, as I have said, agreed to assimilate and follow the provisions 
of section 2304 by making them a part of the Armed Services Pro- 
curement Regulations while retaining legal authority conferred in 
subsection (1) (suspending the Act during a national emergency) for 
use in certain matters not specifically covered by the act itself. For 
example, it was contended by the Department that in the absence of 
4 authority, section 2304(a)(1), the following acts could not be 

one: 

Bear in mind, please: 

1. A program for set-asides to be sold only by small business. 

2. Authority to place contracts in “labor surplus areas” as deter- 
mined by other statutes. 

3. The authority to purchase nonperishable subsistence. 

4. The authority to delegate to subordinates certain types of con- 
tracting which has been limited to $25,000 to increase the dollar level 
to a more reasonable basis in the current market. 

5. The authority to purchase without regard to formal advertising 
was raised from $1,000 to $2,500. 

Therefore, since 1957, we have been operating under procurement 
— which, with these 5 exceptions, are the same as the text of 
the act. 

Now, at this point, I introduce and call to the committee’s atten- 
tion—— 
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Mr. Kitpay. Before you do that, could I get straightened out on 
something ? 

Mr. Vinson. Yes. 

Mr. Kirpay. These five that you mentioned here: That was the 
contentions made by the Department ? 

Mr. Vinson. That is right. 

Mr. Kitpay. Was any action taken then ? 

Mr. Vinson. Yes. 

Mr. Kitpay. With reference to the statutory regulations ? 

Mr. Vinson. I am going to call your attention to how the committee 
tried to correct it. 

IT introduced a bill dealing with this matter. This was the second 
bill I introduced. 

On January 30, 1956, the committee, from the Committee on Armed 
Services, submitted the following report : 

Now, this was a bill dealing with the taking away from the authority 
to make contracts on the national emergency declared by the President. 
and tried to put it on a national emergency declared by the Congress. 

And in this bill I included these five exceptions, because they had 
testified here. 

Now, that bill was passed by the House, by a vote of 374 to 2, and 
it went over to the Senate. And on account of these five provisions. 
in there, we were unable to ever get a hearing before the Senate. 

Now Iam going to put—to keep it chronologically, the history, I am 
going to ask to incorporate in the hearings the report that was sub- 
mitted by the Armed Services Committee on January 30, 1959. 

Now, here it is. 

(The material referred to follows :) 


[H. Rept. 1688, 84th Cong., 2d sess.] 
AMENDMENTS TO ARMED SERVICES PROCUREMENT ACT OF 1947 


January 30, 1956.—Committed to the Committee of the Whole House on the State of the 
Union and ordered to be printed 


Mr. Vinson, from the Committee on Armed Services, submitted the following 
REPORT 


{To accompany H.R. 8710] 


The Committee on Armed Services, to whom was referred the bill (H.R. 8710) 
to amend the Armed Services Procurement Act of 1947, having considered the 
same, report favorably thereon with amendments and recommend that the bill 
as amended do pass. 

The amendment is as follows: 

On page 3, lines 16 and 17, strike “62 Stat. 22” and insert in lieu thereof 
“69 Stat. 547”. 

LEGISLATIVE HISTORY 


In the 80th Congress, this committee consolidated into a single act, all of the 
laws relating to military procurement. This act is designated as the Armed 
Services Procurement Act of 1947, being the act of Congress approved February 
19, 1948. 

The declared purpose of the committee in recommending the legislation was 
stated in the report to be the reestablishment of the “requirement that the ad- 
vertised competitive method shall be followed by these Departments (Army and 
Navy) in placing the great majority of their contracts for supplies and services” 


55096—60——2 
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since the committee was of the firm belief that “as a general matter, this method 
gives the best assurance that— 
“(a) the Government as a purchaser will receive the best bargain avail- 
able, and 
“(b) suppliers in a position to furnish the Government’s requirement will 
have a fair and equal opportunity to compete for a share in the Govern- 
ment’s business (H. Rept. 109, 80th Cong., 1st sess., accompanying H.R. 1366. 
dated March 10, 1947, p. 3).” 

The Armed Services Procurement Act of 1947 has not been amended since its 
enactment, save for an amendment (which will be hereinafter referred to) which 
was passed by the 84th Congress as a part of Public Law 268, 84th Congress, 
adding a new section 3(c), effective July 31, 1955. For the reasons hereinafter 
stated, this committee in H.R. 8710, recommends repeal of this amendment. 


METHOD OF MILITARY PROCUREMENT SINCE 1953 


Congress has not reviewed the procurement procedures under the act since the 
date of enactment. 

On December 16, 1950, the President, by Proclamation No. 2914, declared a na- 
tional emergency, hostilities having broken out in Korea at that time. One effect 
of this proclamation was to invoke section 2(c) (1) of the act whereby the ad- 
vertised competitive bidding process could be suspended for the duration of such 
emergency (H. Rept. 109, p. 7, sec. i). 

In providing this exception in 1947, the committee stated in its report that it 
was concerned that “any future war” might start with great suddenness and 
“that minimum preparedness required that legislative be available to permit the 
shedding of peacetime requirements simultaneously with the declaration of any 
emergency by the President.” 

On December 18, 1950, the Department of Defense issued a directive implement- 
ing the President’s emergency proclamation and authorizing negotiated procure- 
ment. Hostilities in Korea terminated by an armistice agreement on July 27, 
1953; but the Armed Services Procurement Regulations issued by the Depart- 
ment of Defense until January 1, 1956, cited and authorized the use of the Korean 
proclamation and the suspension of the advertised competitive procurement 
procedures specified in the act for contracting within the several military 
establishments. 

In October 1955, the committee became concerned with the numberof contracts 
coming to its attention which were the result of negotiation instead of advertised 
competitive bidding the latter being the basic policy method prescribed in the 
act. An inquiry was begun and the several military departments responded with 
figures showing the dollar volume of advertised competitive procurement and 
that of negotiated procurement under the emergency authority in section 2(c) 
(1). The figures furnished were taken from monthly reports made within the 
several military establishments. The committee was alarmed at the extensive 
use of this exception both in dollar amount and in numbers of contracts. 
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Those figures are as follows: 


13 


Comparison of procurement by negotiation versus advertised competitive bidding 
from Jan, 1, 1958, through June 30, 1955, by dollar value and number of actions 


of net procurement by pegotiation under sec. 2(c) (1), 


curement Act of 1947 to net procurement by advertised bids 


TaBLeE A.—By dollar value 


Armed Services Pro- 

















Total Negotiated Advertised Nego- | Adver- 
- tiated | tised 
Department of Army! (Chemical, 
Medical, Ordnance, Quartermaster, Percent | Percent 
Signal, and Transportation Corps)..| $7, 541, 465,000 | $6,095, 129,000 | $1, 446, 336,000 | 80.82 19. 18 
Department of Navy ? (all bureaus)...| 9, 978, 617, 000 , 396, 994, 000 581, 623,000 | 94.17 5.83 
Department of Air Force’ (Air Ma- 
teriel Command)... .. ieewididudeis 18, 847, 404, 000 | 18, 764, 009, 000 83, 395,000 | 99. 56 44 
Department of Defense total_.... 36, 367, 486, 000 | 34, 256, 132,000 | 2,111, 354,000 | 94.19 5.81 
CONSTRUCTION PROGRAM, SEC, 2(0) INCLUDED * 
Percent | Percent 
Corps of Engineers !..........- salaielie ited $2, 671, 756, 000 $441, 445,000 | $2, 230, 311, 000 16.5 83. 5 
Bureau of Yards and Docks ?.......-.. 712, 832, 192, 957, 000 519, 875, 000 27.1 72.9 
DO sided dcicndaddess cates eda} 3, 384, 588, 000 634, 402,000 | 2, 750, 186,000 |_.......}-.-.-.-- 























1 See app. A for detailed data submitted by Department of the Army, 

2 See app. B for detailed data submitted by Department of the Navy. 

3 See app. C for detailed data submitted by Department of the Air Force. 

4 *(@) is section shall not be construed to (A) authorize the erection, repair, or furnishing of any public 
building or public improvement, but such authorization shall be required in the same manner as heretofore, 
or (B) permit any contract or the construction or repair of buildings, roads, sidewalks, sewers, mains, or 
similar items to be negotiated without advertising as required by sec. 3, unless such contract is to be per- 
formed outside the continental United States or unless negotiation of such contract is authorized by the pro- 
visions of par. (1), (2), (3), (10), (11), (12), or (15) of subsec. (c) of this section.” 


TABLE B.—By number of contracts 











Total Negotiated | Advertised | Nego- | Adver- 
tiated | tised 
Department of Army ! (Chemical, Medical, Ord- 
nance, Quartermaster, Signal, and Transporta- Percent| Percent 
UD Ii id thd end eld tech cakabadchonoudén 1, 565,892 | 1,476,931 88,961 | 94.32 5. 68 
Department of Navy ? (all bureaus). .........-...-. 035 34, 693 10,342 | 77.04 22. 96 
Department of Air Force* (Air Materiel Com- 
Nc hii edidtiocsewsennctddnchudbcadginedaaccuie 30, 942 26, 219 4,723 | 84.74 15. 26 
Department of Defense, total number of 
WOOO is aden ohn cdebadébiedcodaseebiece 1, 641, 869 1, 587, 843 104,026 | 93.66 6. 34 

















CONSTRUCTION PROGRAM, SEC, 2(e) INCLUDED 





Percent) Percent 
86.3 13.7 








Corps of Tinsisoers 4...........cncsccaccancccese 359, 746 310, 535 49, 211 4 . 
Bureau of Yards and Docks ? rab 4, 917 967 3, 950 19.7 80.3 
Total number of contracts. ...........-..-..- 364, 663 311, 502 BT Lo numesnaipruitesss 




















1 See app. A for detailed data submitted by Department of the Army. 
2 See app. B for detailed data submitted by Department of the Navy. 
3 See app. C for detailed data submitted by Department of the Air Force. 








14 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


DISCUSSION OF COMMITTEE AMENDMENTS 


1. AMENDMENT OF SECTION 2(C) (1) 


Section 2(c)(1), as amended by this bill, will confine the suspension of ad- 
vertised competitive procurement to such periods of national emergency ‘as 
are declared by the Congress,” instead of national emergency power being vested 
in the President as well. 

When the original act was passed, the provision concerning a national 
emergency declared by the President was inserted in an atmosphere of peace 
following the sudden onset of World War II. That power was intended by the 
committee to be used only in a real emergency. But, in practice, this provision 
has been used for other purposes and reasons. 

In the present state of progress it cannot be validly argued that it is difficult 
to obtain congressional action through the prompt action of the Congress. More- 
over, no situation could be of such an emergent character that time could not 
intervene between a precipitate emergency and the convening of the Congress. 

If all else should fail, there are provisions in subsection 2(c) (2) for the use 
of negotiations in a “public exigency which would not admit of delay.” Certainly 
this latter authority is sufficient for the time which might intervene between 
a sudden emergency and the convening of Congress. 

By removing this Presidential authority provision, we restore to military 
procurement the basic principles of advertised competitive bidding as the rule 
and not the exception. We require that this act be administered as it was 
intended to be administered in a peacetime economy. It was never considered 
that the emergency provisions would be utilized to sustain programs, however 
laudable, wholly without the cognizance of this committee and the military 
departments. These programs, however well conceived in themselves, should 
be judged on their merits and ought to be specifically implemented by the 
Congress. 

2. AMENDMENT OF SECTION 2(C) (3) 


While under review, we concluded that the limitation of $1,000 in section 
2(c)(3) was hampering economical procurement. The Comptroller General 
agrees with us. He and we are of the opinion that a limit of $2,500 in single 
purchases would be a more realistic limitation, in the current state of our 
economy, than would a limitation of $1,000. It has been pointed out that the 
paperwork involved in a procurement is the same whether it be of $1,000 pur- 
chase or one for many thousands of dollars. The Department of the Army 
testified that its numerous procurements under this exception averaged $130. 

The Comptroller General has established a different standard for procure- 
ments under $5,000. In these circumstances, we feel that, while the subject is 
under review, it is advisable and in the interests of economy and efficiency, to 
raise the limit set out in section 2(c) (3) to $2,500. 


8. AMENDMENT OF SECTION 2(C) (9) 


We have amended section 2(c)(9) to provide that nonperishable subsistence 
items may also be purchased by negotiation. The Department of the Army has 
testified, very convincingly, upon this procurement program which it operates 
for all three services. 

The method employed by the Quartermaster Corps at its 10 procurement cen- 
ters, comes under the general heading of “Negotiated Procurement” as distin- 
guished from advertised competitive procurement. But in a true sense, it is 
a mixture of both. 

The actual process is for quotations to be received at the Army centers at a 
certain day and time. Whether the bid be received by telephone, telegraph, 
letter, or in person, the process is substantially the equivalent of a deposited 
bid, at a time certainly stated and a price irrevocable for the period of the com- 
mitment. And no ove is prohibited from bidding. And procurement needs are 
publicized extensively. We have never had a complaint on the operation of this 
system. 

Since passage of the act in 1947, there has been a change in the marketing 
system for nonperishable substances, such as canned goods. The introduction 
into the market of frozen foods and other methods of packaging and marketing 
has changed the requirements and placed military procurement at a disadvan- 
tage in this competitive field. To permit abandonment of the strict form of 
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advertised competitive bidding in the field of nonperishable substances, such as 
the Quartermaster General of the Army has shown, will in fact result in a broader 
base and a better system of procurement than could otherwise be done. The sea- 
sonal packs and the difference in packing for military use, require that decisions 
be made while crops are still in the field. That can best be accomplished by 
the flexibility of decision allowed in this exception. In no sense is competition 
avoided because food prices and demands are public knowledge and posted at 
market centers. 

Military procurement can easily be compared. That being the case, and the 


element of secrecy being removed, proper safeguards and standards of per- 


formance prevail. We think the Quartermaster has made a convincing case for 
the type of mixed, negotiated and competitive, procurement which it is pursuing, 
and that it would be wise and economical to extend it to nonperishable sub- 
sistence ftems as well. 


4. AMENDMENT OF SEC. 2(C) (17) 


Procurements in aid of small business—Surplus labor areas, and disaster areas 
(Set-aside and unilateral programs) 
The Department of Defense represents to us that its “set-aside” and “uni- 
lateral” procurement undertakings for small business concerns depend upon the 
continued use of the President’s Korean emergency proclamation under the ex- 


ception provided in section 2(¢c) (1). If this is soit is a very shaky reed on which 


to balance such programs. We disagree with this conclusion; and moreover, 
we seriously question the authority or the propriety of using the military pro- 
curement system as authority for these programs without specific legislation 
of the Congress. Congress has never refused to enact legislation to further 
the interests of small business in any procurement program. 

Our disagreement with the suggestions advanced by the Department of De- 
fense is that the Small Business Act of 1953, as amended, does authorize ne- 
gotiated contracts. There may be some reservations about the language em- 
ployed, but nonetheless, the authority appears to be there by both language and 
intent of the act. (See 67 Stats. 232, Small Business Act, 1953, amended sec. 


‘207 (e) (d).) 


“(e) ‘to enter into contracts with the United States Government and any de- 
partment, agency, or officer thereof * * *. 

“(d) ‘to arrange for the performance of such contracts by negotiating or other- 
wise letting contracts to Small Business concerns or others * * * as may be 
necessary to enable the Administration to perform such contracts.’ ” 

In a letter presented to the committee, the chairman of the House Select 
Committee for Small Business supports this bill to take away the national 
emergency proclamation powers of the President. He cited the experience of 
small-business concerns in negotiated versus advertised competitive contracts. 
He pointed out to us that 64 percent of the dollar value of all advertised com- 
petitive contracts in the 30-month period which we surveyed had been won by 
small-business concerns. In his opinion, the position of small business con- 
cerns in negotiations was less favorable, therefore, than advertised competitive 
bidding, notwithstanding the provisions of the Small Business Act, as amended 
with respect to negotiation of contracts. And the House Select Committee for 
Small Business endorses our proposal to close off and take away the exception 
provided in section 2(c) (1) of the Armed Services Procurement Act, as amended. 

Nevertheless, the Armed Services Procurement Act, as amended in H.R. 8710, 
will preserve by specific recognition in section 2(c) (17) any authority granted 
by the Small Business Act of 19538, as amended, or any other laws of the Con- 
gress which shall authorize the negotiation of contracts in the performance of 
any of the powers therein granted. [Italic supplied.] 


Magor DISASTER AREAS 


It is represented by the Department of Defense that the program for major 
disaster relief depends upon the continued exercise of the exception contained 
in section 2(c) (1) and the continuance of the Korean emergency proclamation 
of December 16, 1950. Legislation dealing with the major disaster area problem 
is within the legislative jurisdiction of the House Committee on Public Works. 
Public Law 875 of the 81st Congress, 2d session, created authority considered 
essential by the Public Works Committee and funds were therein provided 
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“supplementary to, and not in substitution for, nor in limitation of any other 
authority conferred or funds provided under any law.” 

Section 7 of that act provided that in carrying out the purposes of the act 
“any Federal agency * * * is authorized * * * to incur obligations on behalf 
of the United States by contract or otherwise * * *.” 

We do not attempt to intrepret the intention of the committee in the foregoing 
provisions. The act further provides that the funds appropriated are available 
for reimbursement of departmental funds. We do observe that the cognizant 
committee of the House has, after a survey of the problem presented, adopted 
the language above set out and Congress has followed that recommendation. 
We do not believe that this committee of the Congress should initiate or propose 
legislation which is within the jurisdictional province of another legislative com- 
mittee of the Congress, nor should we diminish or enlarge the authority for nego- 
tiation of contracts in performance of any such program without that authority 
being explicitly given in pertinent legislation where the subject is fully consid- 
ered by the Congress. 


DEFENSE MANPOWER PoLicy DrirEcTIVE No. 4, REVISED TO NOVEMBER 5, 1953 


This directive was revised and reissued under date of November 5, 1958. It 
is substantially the same in content and purpose as a directive of the same num- 
ber issued in 1952, in aid of current or imminent labor surplus area. 

The original directive would have had military procurement conducted at 
“reasonable prices” and not necessarily “the lowest price obtainable.” That 
proposal came to the attention of the Comptroller General and on January 14, 
1952, in Opinion No. B107236, the Comptroller General pointed out that there 
was nothing in the Defense Production Act of 1950, as amended, which “of itself” 
authorized “generally the negotiation of Government contracts and a disregard 
of normal procurement procedures.” 

The Comptroller General ruled that the directive presented the question 
“whether the Armed Services Procurement Act of 1947 authorizes the procedure 
involved.” The Comptroller General held that authority could be derived from 
section 2(c) (1) of this act for the negotiation of contracts without advertising 
when determined by the agency head “to be necessary in the public interest 
during the period of a national emergency declared by the President.’ The 
Comptroller General pointed to the Presidential proclamation of December 16, 
1950, but nevertheless held that it would not normally appear to be in the public 
interest to let such contracts at higher than the known lowest price. 

Subsequently, Congress passed the Defense Appropriation Act of 1954 and 
put section 644 in it as a limitation on the use of appropriated military procure- 
ment funds by providing that none “shall be used for the payment of a price 
differential on contracts hereafter made for the purpose of relieving economic 
dislocations.” That provision is permanent legislation. 

The Directive of November 5, 1953, paragraph B(1), suggests that procurement 
agencies “use their best.efforts to award negotiated procurement contracts to 
contractors located within labor surplus areas.” Under authority of Executive 
order the Secretary of Labor establishes the criteria and makes the determina- 
tion of the areas of labor surplus within the meaning of Defense Manpower 
Directive No. 4, as revised. 

The House Committee on Banking and Currency has held numerous hear- 
ings on the subject of this determination. There appears to be sharp disagree- 
ment over the criteria used in the determination of surplus labor areas. 

The legal authority, Manpower Directive No. 4, as revised, is declared to be 
the Defense Production Act of 1950, as amended. There is a marked difference 
of opinion among informed persons as to the validity of the assertion that the 
act confers such authority. The Comptroller General, in an opinion of 1952, 
placed the authority to implement this directive in section 2(c)(1) and the 
declaration of a national emergency by the President on December 16, 1950. It 
is the position of the committee that it is not within our jurisdiction to initiate 
legislation concerning economic dislocations. If the Congress, after delibera- 
tion, desires to provide such authority by an extension and amendment of the 
Defense Production Act of 1950 (which expires June 30, 1956), that is within 
the cognizance of other legislative committees of the Congress and it is for the 
Congress as a whole to determine upon the recommendations of that committee. 
Thus far, the Congress has not seen fit to provide that procurement of military 
supplies may for such purposes, be undertaken by negotiated contracts in deroga- 
tion of the advertised competitive bidding method excepting for such of these 
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contracts as may have been entered into under the exception provided in section 
2(c) (1) of this act. 

This is an issue which we of this committee believe must be met squarely 
upon its merits and not by indirection; nor made to depend upon the fortuitous 
continuance of an emergency proclamation as the legal basis for performing this 
service when needed. 

5. SECTION 2(E) 


The amendment adds a new subsection. In it, we have stated positively the 
intention of Congress that all procurement shall be by advertised bidding. We 
have said, in clear language, that none of the exceptions 2(¢c) (1 through 17) 
shall be used by the agency head unless “the facts and circumstances in justifi- 
cation thereof are clear and convincing.” 

We mean by this that “borderline” cases or “grey areas,” as they are sometimes 
referred to, and any case in doubt or uncertainty, shall be resolved in favor of 
advertised competitive bidding and not by resorting to these 17 exceptions. 

The Comptroller General, in his vigilant examination of the operation of this 
act and of procurement practices generally, will, as the agent of the Congress, 
be fully advised and fortified by this firm expression of congressional intent. 
And, moreover, no agency head can now be in any doubt whatsoever as to what 
Congress expects of him. We cannot be more explicit. 

We propose that the trend shall be toward advertised competitive procurement 
and that advertised competitive procurement will be the rule; that in every 
case in which the agency head or his subordinates look toward the exceptions 
of the act, they are met with the expression of congressional intent in this act, 
as amended, that what they do must be supported by a justification which is 
both clear and convincing. And the Congress will examine the findings that are 
required under this act, from time to time, to determine whether this mandate 
is being followed. We are determined that the trend which prompted this in- 
quiry shall be reversed. 


6. AMENDMENTS OF SECTION 7 (B) 


The committee has likewise amended section 7. (b) to raise the factor. limiting 
the power of the agency head to delegate his responsibility to subordinates in 
the case of research and development projects from $25,000 to $100,000. This 
provision does not affect the requirement for advertised competitive bidding; 
neither does it limit accountability of the agency for what is done. We merely 
have changed the point at which it becomes a sole responsibility of the agency 
head and enabled him to delegate these procurements subject to the same statu- 
tory restrictions and subject to the same requirements for findings, to a subordi- 
nate. We believe this will relieve an agency head of many burdensome duties 
without changing the accountability which the Congress desires. Accountability 
is merely transferred to a designated subordinate, but the principle remains the 
same. Only the person charged may be different. 


7. NEW SECTION 7(E) 


The committee has added subsection 7 (e), the purpose of which is to require 
semiannual reports to the Congress, similar in form to the reports which 
prompted this inquiry. Heretofore, Congress has only required specific findings 
where certain exceptions are employed. That requirement is not changed. Here- 
after each 6 months the Congress can observe the workings of this act and, as 
we have indicated in our hearings, if the exceptions again become the rule or if 
the use of the exceptions is not justified, we propose to further review the matter. 
It is the determination and purpose of the committee to reverse the trend and 
to restore advertised competitive bidding to its proper position. A semiannual 
review will give us the information upon which to act and will keep us abreast 
of the operation of the act as amended. 


8. REPEAL OF SECTION 15 OF PUBLIC LAW 268, 84TH CONGRESS, 1ST SESSION, TO AMEND 
THE SMALL BUSINESS ACT OF 1953 (69 STAT. 547) 


This amendment of the Armed Services Procurement Act was passed near the 
close of the first session of this Congress. It was intended, wisely enough, to 
assure sufficient specification and data to be furnished prospective bidders on 
advertised competitive bids so that all bidders could respond intelligently, com- 
pletely, and competitively. 
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However the penalty put upon the amendment, in our opinion, would imperil 
the validity of all contracts under the advertised competitive bidding process since 
it would enable any complainant, or the United States, as the case may be, to 
claim that awards or contracts were invalid for failure to carry this ‘necessary 
descriptive language.” 

The Comptroller General argued strongly before this committee against the 
advisability of such a section being allowed to remain in the law; first, because 
of the impossibility of interpretation of the standard set up for invalidity of the 
contracts; and secondly, because instead of encouraging competitive bidding the 
requirements would be so strict as to discourage procurement officers to resolve 
a difficult case in favor of competitive bidding because of uncertainty about 
specifications and the like. 

We agree that the purpose of this amendment was widely conceived and is 
laudable but, because of the penalty attached and because of the complications 
it would add to the advertised competitive bidding process, it would defeat and 
harm those whose interests it was intended to protect. It would lead inevitably 
to litigation and could leave many contracts in doubt. 


POSITION OF THE DEPARTMENT OF DEFENSE 


The Deputy Assistant Secretary of the Department of Defense for Supply and 
Logistics as well as the Assistant Secretaries of Army, Navy, and Air Force for 
Procurement, have all testified before the committee in respect to this bill. In the 
final analysis of all their testimony, none of them opposes the bill and none of 
them has indicated any reason why all of the authority which they need in the 
exercise of their duties within their several departments, cannot be had and 
exercised under section 2 of the act as it will be amended. 

The burden of their testimony was that they were doing a good job in the use 
of this exception; that the statistics which were furnished to us did not indicate 
as bad a condition as they seemed to; and, moreover, the Department Secretaries 
were testing their performance under the emergency powers as against the use 
of section 2 (c) and the exceptions therein provided. This test was accomplished 
by requiring written findings to be inserted in departmental files, in which 
memorandums the contracting officers would write their conclusions as to 
whether they could have performed the act which they did under any of the 
exceptions in the Armed Services Procurement Act. 

That is not enough. Congress cannot continue these emergencies indefinitely. 
Government cannot continue through peacetime with the use of emergency 
powers. The Secretaries testified to us that these findings showed that most of 
the actions which had been taken could still be done under the exceptions 
provided in the act. The Assistant Secretary of the Navy very forthrightly 
acknowledged that the continued use of the emergency provisions of section 2 
(ec) (1) was the easy way. That is just what we find it to be. And it is evident 
what the Secretary of Defense found it to be when the directive of November 9, 
1955, effective January 1, 1956, was issued limiting the use of the emergency 
power to five specific areas. But the directive is not enough and memorandums 
of contracting officers in the multitude of files in the Defense Department are not 


a substitute for the statutory reports and findings which the Armed Services - 


Procurement Act required. Congress must insist upon complete accountability 
‘of dollars, of actions, and of agency heads. 

Congress has not been slow in granting necessary powers to the executive 
department. But emergency powers and extraordinary grants must not be used 
to depart from the traditional and proven method of conducting public business 
unless there is clear and convincing evidence, formally acknowledged and certified 
to, that no other method will serve. 

The easy way is the road of suspicion and ultimately leads to corruption. That 
has been the experience of every governmental body from township, to city, to 
county, to State. We would neglect our duty to the people if we permitted the 
‘easy way to continue or to permit continued avoidance of statutory requirements 
and procedures. All of the departments have acknowedged that they can follow 
the congressional intent expressed in the original act and proposed amendments. 
They must be given the opportunity. 
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SUMMARY 


We recommend H.R. 8710 for passage for the following reasons: 

(1) Section (a) repeals the authority of the Department of Defense to use a 
Presidential emergency proclamation as continuing authority for negotiating 
contracts instead of following the practice of advertised competitive bidding or 
entering into contracts in conformity with the restrictions in section 2(c) of the 
Armed Services Procurement Act of 1947. The testimony and record before us 
indicates very clearly that this section has not been used as Congress intended 
it to be used, and further the record shows that this delegation of power is 
unnecessary. 

(2) Section (b) will increase the maximum limit within which the formal 
advertised bidding processes must be accomplished. The old limit has been 
raised from $1,000 to $2,500. In the present economy and on the recommendation 
of the Comptroller General, we believe it will promote efficiency and economy 
to raise the limit authorized in this section. 

(83) Section (c) would delegate the authority to purchase nonperishable sub- 
sistence items as well as perishable subsistence items without the use of the 
formal advertised competitive bidding method. The testimony before us is con- 
vincing that this will produce greater efficiency and much economy in the pur- 

chasing of these items which is principally done by the Department of the 
Army. 

(4) Section (d) will provide a means for carrying on programs in aid of 
small business, labor surplus or disaster areas when they are authorized by any 
act of Congress. 

(5) Section (e) will require that justification for the use of any exception 
provided in the act must be clear and convincing. It reaffirms and reiterates 
a congressional policy of long standing, and removes all doubt from the purpose 
of the Congress in this legislation. 

(6) Section (f) will promote efficiency within the Department of Defense by 
relieving the agency head of ministerial responsibility in research and develop- 
ment contracts where the amount involved is less than $100,000. 

(7) Section (g) will require semiannual reports to the Congress upon the 
administration of the act and enable Congress to have a continuing look at the 
methods of procurement. 

(8) Section (h) would repeal section 15 of the act to amend the Small Busi- 
ness Act of 1953 (69 Stats. 547) and encourage the use of the advertised com- 
petitive bidding process which this amendment might inadvertently impair. 

(9) Section (i) provides that this amendatory act be effective 90 days after 
enactment. 

CHANGES IN ExisTiNe Law 


In compliance with clause 3 of rule XIII of the Rules of the House of Repre- 
sentatives, there is herewith printed in parallel columns the text of provisions 
of existing law which-swould be repealed « or amended by the various provisions 
of the bill: 








EXISTING LAW 


Act of February 19, 1948 (62 Stat. 21) 


Sec. 2. (c) (1) determined to be 
necessary in the public interest during 
the period of a national emergency de- 
clared by the President or by the Con- 


gress ; 

Src. 2. (c) (8) the aggregate amount 
involved does not exceed $1,000. 

Sec. 2. (c) (9) for perishable sub- 
sistence supplies ; 

Sec. 2. (c) (17) otherwise author- 
ized by law. 


THE BILL 


Sec. 2. (c) (1) determined to be nec- 
essary in the public interest during the 
period of a national emergency declared 
by the Congress ; 


Sec. 2. (c) (3) the aggregate amount 
involved does not exceed $2,500. 

Src. 2. (ce) (9) for perishable or non- 
perishable subsistence supplies ; 

Sec. 2. (c) (17) otherwise author- 
ized by law; or when negotiation of 
eontracts is otherwise authorized by 
law in furtherance of small business, 
labor surplus, or major disaster area 
programs. 
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EXISTING LAW 


Sec. 7. (b) The power of the agency 
head to make the determinations on 
decisions specified in paragraphs (12), 
(13), (14), (15), and (16) of section 2 
(c) and in section 5(a) shall not be 
delegable and the power to make the 
determinations or decisions specified in 
paragraph (11) of section (2) shall be 
delegable only to a chief officer respon- 
sible for procurement and only with re- 
spect to contracts which will not re- 
quire the expenditure of more than 
$25,000. 


Act of August 9, 1955 (69 Stat. 547) 








THE BILL 


Sec, 2. (e) It is the declared policy 
of the Congress that all procurement 
shall be by advertised bidding; and 
none of the:exceptions in, section 2(c) 
of this Act shall be used by any agency 
head or person herein authorized to 
contract for supplies and services un- 
less the facts and the circumstances in 
justification thereof are clear and con- 
vincing. 

Sec. 7. (b) The power of the agency 
head to make the determinations on de- 
cisions specified in paragraphs (12), 
(13), (14), (15), and (16) of section 2 
(c) and in section 5(a) shall not be 
delegable, and the power to make the 
determinations or decisions specified in 
paragraph (11) of section (2) shall be 
delegable only to a chief officer respon- 
sible for procurement and only with re- 
spect to contracts which will not re- 
quire the expenditure of more than 
$25,000. 

Sec. 7. (e) Not later than February 
15 and August 15 of each calendar year 
following the date of enactment of this 
amendatory Act, the Department of 
Defense shall report to the Congress— 

(1) all contracts of $10,000 and 
over showing the dollar value and 
the number thereof separated as 
between those which were formally 
advertised and those which were 
negotiated showing as to the latter 
the number and dollar value of 
such contracts negotiated under 
each of the several negotiation au- 
thorities provided herein; and 

(2) the total number and dollar 
value of all contracts undér $10,000 
separated as to those which were 
advertised and those which were 
negotiated. 

said report to cover the period January 
1 through June 30 or July 1 through 
December 31, as appropriate, next pre- 
ceding the date of the filing of said 
report. 
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EXISTING LAW 


Sec. 15. Section 3 of the Armed 
Services Procurement Act of 1947 is 
amended by adding at the end thereof 
the following new paragraph: 

(c) All bids or invitations for bids 
shall contain in their specifications all 
necessary language and material re- 
quired and shall be so descriptive both 
in its language and attachments thereto 
in order to permit full and free com- 
petition. Any bid or invitation to bid 
which shall not carry the necessary 
descriptive language and attachments 
thereto, or if such attachments are not 
available or accessible to all compe- 
tent, reliable bidders, such bid or invi- 
tation to bid shall be invalid and any 
award or awards made to any bidder 
in such case shall be invalidated and 
rejected. 


Act of February 19, 1948 (62 Stat. 21) 


Sec. 13. This Act shall become effec- 
tive ninety days after the date of en- 
actment, 


THE BILL 


Sec. 15 of the Act of August 9, 1955 
(69 Stat. 547), is hereby repealed. 


Sec. 13. The provisions of this amen- 
datory Act shall become effective ninety 
days after the date of enactment. 


Mr. Rivers. Could I ask a question there? 


Didn’t we, when we passed the 
write in the act 17 exceptions? 
Mr. Vinson. That is right. 


Armed Forces Procurement Act, 


Mr. Becker. That is stated in here. 
Mr. Vinson. Now we are going to read—— 


Mr. Kitpay. I am still not clear. 


Therefore, since 1957, we have been operatin 


under the procure- 


ment regulations, which, with these five exceptions, are the same as 
the text of the act. Did they then write these regulations into sub- 


section 1? 
Mr. Vinson. That is right. 


Mr. Kirpay. They lacked the authority, so they have been observ- 


ing these supposedly by. regulation ? 
Mr. Vinson. That is right. 


. 


Now, here are the regulations. .Put these regulations in. 
Now, you get these regulations and put that in the record. 
(The material referred to follows :) 
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(Revised 30 June 1959) 
Part 2—Circumstances Permitting Negotiation 


3-200 Scope of Part. Subject to the limitations prescribed in Part 1 of 
this Section III, and pursuant to the authority of 10 U‘S.C. 2804(a), pro- 
curement may be effected by negotiation under any one of the exceptions 
((1) through (17) of 10 U.S.C. 2304(a)) set forth in this Part 2. 


3-201 National Emergency. 


3-201.1 Authority. Pursuant to 10 U.S.C. 2304(a) (1), purchases and 
contracts may be negotiated if— 

“it is determined that such action is necessary in the public interest 

during a national emergency declared by Congress or the President.” 

3-201.2 Application. 

(a) The authority of this paragraph 3-201 shall be used only to the extent 
determined by the Assistant Secretary of Defense (Supply and Logistics) to be 
necessary in the public interest, and then only in accordance with Departmental 
procedures consistent with this paragraph 3-201. 

(b) For the duration of the national emergency declared pursuant to 
Presidential Proclamation 2914, dated December 16, 1950, the Assistant 
Secretary of Defense (Supply and Logistics) has determined that only the 
following procurements may be made pursuant to the authority of 10 U.S.C. 
2304(a) (1): 

(i) procurements made in keeping with (A) labor surplus set-aside 
programs, including, where no other negotiating authority is ap- 
propriate, the placement of contracts for any part of the total 
requirements set-aside which are not filled by awards made in 
accordance with the provisions of the Notice of Labor Surplus 
Set-Aside (see ASPR 1-804.2(c)), or (B) disaster area programs; 

(ii) procurements made in keeping with the small business programs 
(A) after unilateral determinations for set-asides, or (B) to place : 
any part of the total requirements set-aside which are not filled 
by awards to small business concerns, where no other negotiating 
authority is appropriate (see ASPR 1-706.7) ; and _— 

(iii) procurements of property or services for experimental, develop- 
mental, or research work, or for making or furnishing property 
for experiment, test, development, or research involving more 
than $2,500 but not more than $100,000 from contractors other than 
educational institutions. 

(c) Except as authorized in (b) above, procurements may be negotiated 
only when authorized by 10 U.S.C. 2304(a) (2) through 10 U.S.C. 2804(a) (17) 

(ASPR 3-202 through 3-217), 10 U.S.C. 2304(c) (ASPR 3-218), and ASPR 
3-219; determinations and findings shall be made in accordance with 10 U.S.C. 
2310 and 10 U.S.C. 2311 (Part 3 of this Section III); and the appropriate 
authority shall be cited in each contract: 


] 


L 








——> used when negotiation is authorized by the provisions of ASPR 3-208 or 3-206. 
_—_ 3-203 Purchases Not More Than $2,500. 


— “the aggregate amount involved is not more than $2,500.” 
——> $2,400 shall be made in accordance with Part 6 of this Section. 
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(Revised 3 November 1958) 


3-201.3 Limitation. The authority of this paragraph 3-201 shall not be 
used when negotiation ‘is authorized by the provisions of ASPR 3-206, 


3-202 Public Exigency. 


3-2021 Authority. Pursuant to the.authority of 10 U.S.C. 2304(a) (2), 
purchases and contracts may be negotiated if— 

“the public exigency will not permit the delay incident to advertising.” 

38-2022 Application. In order for the authority of this paragraph 3-202 

to be used, the need must be compelling and of unusual urgency, as when the 

Government would be seriously injured, financially or otherwise, if the supplies 

or services were not furnished by a certain date, and when they could not be 

procured by that date by means of formal advertising. The following are 

illustrative of circumstances with respect to which this authority may be used: 

(i) supplies or services needed at once because of a fire, flood, explo- 
sion, or other disaster; 

(ii) essential equipment for or repair to a ship when such equipment 
or repair is needed at once for compliance with the orders of the 
ship; 

(iii) essential equipment for or repair to aircraft grounded or about to 
be grounded, when such equipment or repair is needed at once for 
the performance of the operational mission of such aircraft. 

3-302.3 Limitation. Every contract negotiated under the authority of 
this paragraph 3-202 shall be accompanied by a signed statement of the con- 
tracting officer justfying its use, and a copy of such statement shall be sent 
to the General Accounting Office with a copy of the contract negotiated and 
executed hereunder. The authority of this. paragraph 3-202 shall not be 


$-203.1 Authority. Pursuant to 10 U.S.C, 2304(a) (3), purchases and 
contracts may be negotiated if— 


3-20382 Application. Purchases or contracts aggregating not more than 


3-203.3 . Limitation. The authority of this ‘paragraph 3-203 shall not be 
used when negotiations is authorized by the provisions of ASPR 3-206. 
3-204 Personal or Professional Services. 
$-204.1 Authority. Pursuant to 10 U.S.C. 2304(a) (4), purchases and 
contracts may be negotiated if— 
“for personal or professional services.” 












(Revised 1 October 1959) 


3-204.2'. Application. ..The authority of. this paragraph 3-204 shall. be 

used only when all of the following conditions have been satisfied : 
(i) if personal services, they are required to be performed by an 
individual contractor in person (not by a firm), or if professionat 
services, they may be performed either by an individual contractor 
in person or & firm or organization ; ' 
(ii) the services (A) are of a professional nature, or (B) are to be 
performed under Government supervision and paid for on a time 
basis; and 
(iii) procurement of the services is authorized by law, and is effected : 
in accordance with the requirements of any such law and in, 
accordance with Departmental procedures. 

3-204.3  Limitation.. The authority of this paragraph 3-204, and the 
above conditions imposed upon its use, shall not apply to the procurement 
by negotiation of any type of services authorized under any other provision 
of this Section III 


3-205 Services of Educational Institutions. 
3-205.1 Authority. Pursuant to the authority of 10 U.S.C. 2304(a)(5), 
purchases and contracts may be negotiated if— 

“for any service to be rendered by any university, college, or other 

educational institution.” 

8-205.2 Application. The following are illustrative of circumstances 
with respett to which the authority of this paragraph 3-205 may be used: 

(i) educational or vocational training services to be rendered by 
any university, college, or other educational institution in con- 
nection with the training and education of personnel, and for 
necessary material, services, and supplies furnished by any such; 
institution in connection therewith ; 

(ii) experimental, developmental, or research work (including serv- 
ices, tests, and reports necessary or incidental thereto) to be 
conducted. by any university, college, or other educational 
institution, and reports furnished in connection therewith ; 

(iii) analyses, studies, or reports (statistical or otherwise) to be con- 

ducted by any university, college, or other educational institution. 

8-205.3 Limitation: The authority of this paragraph 3-205 shall: not 

be used when negotiation is authorized by the provisions of ASPR 3-203 or 
3-206. 


3-206 Purchases' Outside the United States. 
8-206.1 Authority. Pursuant to 10 U.S.C. 2304(a) (6), purchases and 
contracts may be negotiated if— 
“for property or services to be satiaued and used outside the United 
States, and its Territories, possessions and Puerto Rico.” 
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8-206.2 Application. The authority of this paragraph 3-206 shall be 
used only for the procurement of— 
(i) supplies: to be (A) shipped from, (B) delivered, and (C) used, or. 


—> (ii) services to be performed outside of the United ‘States, and its 
a Territories, possessions and Puerto Rico, irrespective of the place of 





negotiation or execution of the contract: When the authority. of 
this paragraph is available for the negotiation of a contract, no other 
negotiating authority shall be used. 


3-207 Medicines or Medical Supplies. 
3-207.1 Awthority. Pursuant to. 10 U.S.C. 2304(a)(7)» purchases and 
contracts may be negotiated if— 
“for medicine or medical supplies.” 
3-207.2 Application. The authority of this paragraph 3-207 shall be 
used only when the following two requirements have been satisfied: 

(i) such supplies are peculiar to the field of medicine, includiag technical: 
equipment such as surgical instruments, surgical and orthopedic 
appliances, X-ray supplies and equipment, ‘and the like, but ‘not 
including prosthetic equipment; and 

(ii) whenever it is determined to be practicable, such advance pub- 
licity as is considered suitable with regard to the supplies involved 
and other relevant considerations shall be given for ‘a period of 
at least 15 days before making a purchase of or contract for supplies 
or services, under this authority of this paragraph 3-207, for more 
than $10,000. 

3-207.3 Limitation. The authority of this paragraph 3-207 shall not 
be used when negotiation is authorized by the provisions of ASPR 3-203 
or 3-206. 


3-208 Supplies Purchased for Authorized Resale. 

8-208.1 Authority. Pursuant to 10 U.S.C. 2304(a)(8), purchases and 
contracts may be negotiated if— 

“for property for authorized resale.”’ 

38-208.2 Application r 

(a) The authority of this paragraph 3-208 shall be used only for pur- 
chases for resale, where appropriated funds are involved, and ordinarily only 
for purchases of articles with brand names or of a proprietary nature which 
a selling activity believes or finds to be desired or preferred by its patrons. 

(b) Whenever it is determined to be practicable, such: advance publicity 
as is considered suitable with regard to the supplies involved and other rele- 
vant considerations shall be given for a period of at least 15 days before mak- 
ing a purchase of or contract for supplies or services, under the authority of 
this paragraph 3-208, for more than $10,000. 
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3-208.38 Limitation. The authority of this paragraph. 3-208 shall not 
be used when negotiation is authorized by the provisions of ASPR 3-203 or 
3-206. 


3-209 Perishable or Nonperishable Subsistence Supplies. 

3-209.1 Authority. Pursuant to 10 U.S. C. 2304 (a) (9), purchases and 
contracts may be negotiated if— 

“for perishable or nonperishable subsistence supplies,”’ 

38-2092 Application. The authority of this paragraph 3-209 may be 
used for the purchase of any and all kinds of perishable or nonperishable sub- 
sistence supplies. 

3-209.8 Limitation. The authority of this paragraph 3-209 shall not be 
used when negotiation is authorized by the provisions of ASPR 3-203 or 
3-206. 

3210 Supplies or Services for Which it is Impracticable to Secure 
Competition by Formal Advertising. 

8-210.1 Authority. Pursuant to 10 U. S. C. 2304 (a) (10), purchases 
and contracts may be negotiated if— 

“for property or services for which it is impracticable to obtain 
competition.” 

$-210.2 Application. The following are illustrative of circumstances 
with respect ‘to which the authority of this paragraph 3-210 may be used: 

(i) when supplies or services can be obtained from only one per- 
son or firm (“sole source of supply’’); 

(ii) when competition is precluded because of the existence of 
patent rights, copyrights, secret processes, control of basic 
raw material, or similar circumstances; 

(iii) when bids have been solicited pursuant to the requirements of 
Section II, and no responsive bid (a responsive bid is any bid 
which conforms to the essential requirements of the solicitation 
of bids) has been received from a responsible bidder; 

(iv) when bids have been solicited pursuant to the requirements of 
Section II, and the responsive bid or bids do not cover the 
quantitative requirements of the solicitation of bids, in which 
case negotiation is permitted for the remaining requirements 
of the solicitation of bids; 

(v) when the contemplated procurement is for electric power or 
energy, gas (natural or manufactured), water, or other utility 
services; 

. (vi) when the contemplated procurement is for training film, motion 
picture productions, or manuscripts; 

(vii) when the contemplated procurement is for technical, non- 
personal services in connection with the assembly, installation, 
or servicing (or the instruction of personnel therein) of equip- 
ment of a highly technical or specialized nature; 

(viii) when the contemplated procurement is for studies or surveys 
other than those which may be negotiated under ASPR 3-205 
or 3-211; 
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(xi) 


(xii) 


(xiii) 


(xiv) 


(xv) 


(Revised 18 September 1958) 


when the contemplated procurement involves maintenance, re- 
pair, alterations or inspection, in connection with any one of 
which types of services the exact nature or amount of the work 
to be done is not known; 

when the contemplated procurement is for stevedoring, termi- 
nal, warehousing, or switching services, and when either the 
rates are established by law or regulation, or the rates are so 
numerous or complex that it is impracticable to set them forth 
in the specifications of a formal solicitation of bids; 

when the contemplated procurement is for commercial ocean 
or air transportation, including time charters, space charters 
and voyage charters over trade routes not covered by common 
carriers (as to which, negotiation is authorized under the pro- 
visions of ASPR 3-217 and Section 321 of the Interstate Com- 
merce Act of September 18, 1940, 49 U. S. C. 65), and includ- 
ing services for the operation of Government-owned vessels or 
aircraft; 

when the contract is for services related to the procurement of 
perishable subsistence such as protective storage, icing, proc- 
essing, packaging, handling, and transportation, whenever it is 
impracticable to advertise for such services a sufficient time in 
advance of the delivery of the perishable subsistence; 

when it is impossible to draft, for a solicitation of bids, adequate 
specifications or any other adequately detailed description of 
the required supplies or services; 

when, under the procedures set forth in joint regulation DOD 
4145.16-R, AR 743-455, NAVSANDA PUB 297, AFR 67-61, 
and NAVMC 1133, the contract is for storage (and related 
services) of household goods; or 

when the contemplated procurement is for parts or components 
being procured as replacement parts in support of equipment 
specially designed by the manufacturer, where data available 
is not adequate to assure that the part or component will per- 
form the same function in the equipment as the part or com- 
ponent it is to replace. 


y 


3-2108 Limitation. The authority of this paragraph 3-210 shall not be 
used when negotiation is authorized by any other authority set forth in ASPR 


3-201 through 3-217, except that this authority shall be used in preference 


to ASPR 3-212. The authority contained in ASPR 3-210.2 (xiii) shall not. 
be used in procurements in excess of $50,000 unless its use is approved in 
advance at a level higher than the contracting officer. Every contract that 


is negotiated under the authority of this paragraph 3-210 shall be accom- 
panied by a signed statement of the contracting officer justifying its use, and- 


indicating, in addition, whether the price, rate, or charge is fixed by law or 
regulation; and a copy of such statement shall be sent to the General: Account- 
ing Office with a copy of the contract negotiated and executed hereunder. 


55096—60——3 
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3-211 Experimental, Developmental, or Research Work. 

8-211.1 Awthority. Pursuant to 10 U.S.C. 2304(a)(11), purchases and 
contracts may be negotiated if— 

“for property or services that he [the Secretary) determines to be 

for experimental, developmental, or research work, or for making 

or furnishing property for experiment, test, development, or re- 
search.” 

8-211.2 Application. The following are illustrative of circumstances 
with respect to which the authority of this paragraph 3-211 may be used: 

(i) contracts relating to theoretical analysis, exploratory studies 
and experiment in any field of science or technology; 

(ii) developmental contracts calling for the practical application of 
investigative findings and theories of a scientific or technical, 
nature; 

(iii) contracts for such quantities and kinds of equipment, supplies, 
parts, accessories, or patent rights thereto, and drawings or designs 
thereof, as are necessary for experiment, development, research, 
or test; or 

(iv) contracts for services, tests, and reports necessary or incidental 
to experimental, developmental, or researeh work. 

8-211.3 Limitation. The authority of this paragraph 3-211 shall not 
be used for negotiated contracts with educational institutions or for quantity 
production, except that such quantities may be purchased hereunder as are 
necessary to permit complete and adequate experiment, development, research 
or test; accordingly, research or development contracts which call for the 
production of a reasonable number of experimental or test models, or proto- 
types, shall not be regarded as contracts for quantity production. Negotiated 
contracts with educational institutions shall be negotiated in accordance 
with ASPR 3-205. During the current national emergency, negotiation of 
contracts involving more than $2,500 but not more than $100,000 with other 
than educational institutions for experimental, developmental, or research r 
work shall be conducted under the authority of ASPR 3-201.2(b)(iii). The ~_—_—_ 
authority of this paragraph 3-211 shall not be used when negotiation is au- 
thorized by the provisions of ASPR 3-203 or 3-206. In order for this authority ~_——— 
to be used, the required determination must be made in accordance with the 
requirements of Part 3 of this Section III. 

3-211.4 Records and Reports. Each Military Department is required to 
maintain a record of the name of each contractor with whom a contract has 
been entered into pursuant to the authority of this paragraph 3-211, together 
with the amount of the contract and (with due consideration given to the 
national security) a description of the work required to be performed there- 
under. These records, and reports based thereon, are maintained through the 
Department of Defense procurement reporting system described in ASPR 1-110 
and 16-807 
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"3-212 Classified Purchases. 
$-212.1 Authority. Pursuant to 10 U.S.C. 2304(a)(12), purchases and 
contracts may be negotiated if— 
“for property or services whose procurement he [the Secretary] 
determines should not be publicly disclosed because of their character, 
ingredients, or components.”’ 
$-212.2. Application. The authority of this paragraph 2-212 may be 
used for purchases or contracts classified ‘Confidential’ or higher, or where 
because of other considerations, the contract should not be publicly disclosed. 
3-212.8 Limitation. In order for the authority of this paragraph 3-212 
to be used, the required determination must be made in accordance with the 
requirements of Part 3 of this Section III. The authority of this paragraph 
3-212 shall not be used when negotiation is authorized by any other authority 
set forth in ASPR 3-201 through 3-218, except as otherwise provided in 
ASPR 3-204.3. 


3-213 Technical Equipment Requiring Standardization and Interchange- 
ability of Parts. 
8-218.1' Authority. Pursuant to .10 U.S.C. 2304(a)(13), purchases and 
contracts may be negotiated if— 
“for equipment that he [the Secretary] determines to be technical 
equipment whose standardization and the interchangeability of 
whose parts are necessary in the public interest and whose procure- 
ment by negotiation is necessary to assure that standardization and 
interchangeability.” 
8-218.2 Application. 
(a) The authority of this paragraph 3-213 may be used for procuring 
additional units and replacement items of specified makes and models of 


———— technical equipment and parts, which are for tactical use or for use either in 
ae Alaska, Hawaii or outside the remainder of the United States, in theaters of 





operations, on board naval vessels, or at advanced or detached bases; and 
which have been adopted as standard items of supply in accordance with 
procedures prescribed by each respective Department. A current or recurring 
procurement requirement for the item shall be present. This authority would 
apply, for example, whenever it is necessary: 

(i) to limit the variety and quantity of parts that must be carried in 
stock; 

(ii) to make possible, by standardization, the availability of parts 
that may be interchanged among items of damaged equipment 
during combat or other emergency ; or 

(iii) to procure from selected suppliers technical equipment which 
is available from a number of suppliers but which would have 
such varying performance characteristics (notwithstanding de- 
tailed specifications and rigid inspection) as would prevent 
standardization and interchangeability of parts. 
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(b) Before making a determination to procure specified makes and 
models under the authority of this paragraph 3-213, consideration shall —_— | 
be given to: 4 

(i) the feasibility of economical and timely deployment on a se- 
lected geographic basis of makes and models already in supply 
systems; 

(ii) the feasibility of timely standardization of components and 
parts under the Defense Standardization Program; 

(iii) the effect upon the capability of industry to produce mobili- 
zation requirements of all Departments; 

(iv) the practicability of interchanging parts and cannibalizing = 
equipment; 

(v) the probability that future procurement of the selected item 
of equipment can be effected at reasonable prices; 

(vi) whether the standardization will appreciably reduce the variety 
and quantity of parts that must be carried in stock; 
(vii) the value of similar equipment and its supporting parts on hand; 
(viii) the contribution of the standardization to combat support; 
(ix) possible savings in training personnel and publishing technical 
literature; 

(x) whether the standardization will adversely affect existing 

coordinated military specifications and standards; and 
(xi) the degree to which the current design of the specified make 
and model has been changed from the design of equipment of 
the same make and model now in the supply system. ong 

(c) In arriving at determinations to standardize under the authority of 
this paragraph 3—213, the originating Department shall consult with the other 
Departments in order to assure the full benefit of the standardization. 

(d) Actions taken under the authority of this paragraph 3-213 shall be 
reviewed by the originating Department at least once every two years to 
determine whether the standardization should be continued, revised, or can- _ 
celled. 

3—213.3 Limitation. The authority of this paragraph 3-213 shall not _ 
be used for initial procurements of equipment and parts, or for the purpose 
of selecting arbitrarily the equipment of certain suppliers; nor shall it be 
used unless the Secretary of a Department has determined, in accordance 
with the requirements of Part 3 of this Section III, that: 

(i) the equipment constitutes technical equipment; 

(ii) standardization of such equipment and interchangeability of 
its parts are necessary in the public interest; and 

(iii) procurement of such equipment or of its parts by negotiation 
is necessary to assure that standardization and interchange- 
ability. 

3—213.4, Records and Reports. Each Military Department shall main- 
tain on a current basis a master list of items for which determinations and 
findings have been made under the authority of this paragraph 3-213. A copy —_— 
of each such determination and finding shall be furnished to the Assistant 
Secretary of Defense (Supply and Logistics) within five days after the date 
thereof. 
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3-214 Technical or Specialized Supplies Requiring Substantial Initial 
Investment or Extended Period of Preparation for Manufacture. 

3~214.1 Authority. Pursuant to 10 U. S. C. 2804 (a) (14), purchases 
and contracts may be negotiated if— 

‘*for technical or special property that he [the Secretary] deter- 
mines to require a substantial initial investment or an extended 
period of preparation for manufacture and for which he determines 
that formal advertising and competitive bidding might require 
duplication of investment or preparation already made, or would 
unduly delay the procurement of that property.’’ 

3-—214.2 Application. The authority of this paragraph 3-214 may be 
used for the procurement of technical or specialized supplies—for example: 
aircraft, tanks, radar, guided missiles, rockets, and similar items of equip- 
ment; major components of any of the foregoing; and any supplies of a tech- 
nical or specialized nature which may be necessary for the use or operation 
of any of the foregoing. Such procurement generally involves: 

(i) high starting costs which already have been paid for by the 
Government or by the supplier; 
(ii) preliminary engineering and development work that would not 
be useful to or usable by any other supplier; 
(iii) elaborate special tooling already acquired; 
(iv) substantial time and effort already expended in developing a 
prototype or an initial production model; and 
(v) important design changes which will continue to be developed 
by the supplier. 
The authority of this paragraph 3—214 will in general be used in situations 
where it is preferable to place a production contract with the supplier who 
had developed the equipment, and thereby either assure to the Government 
the benefit of the techniques, tooling, and equipment already acquired by 
that supplier, or avoid undue delay arising from a new supplier having to 
acquire such techniques, tooling and equipment. 

3—214.3 Limitation. The authority of this paragraph 3-214 shall not 
be used unless and until the Secretary has determined, in accordance with 
the requirements of Part 3 of this Section III, that: 

(i) the supplies are of a technical or specialized nature requiring 
a substantial investment or an extended period of preparation 
for manufacture; and 

(ii) procurement by formal’ advertising and competitive bidding 
either— 

(A) may require duplication of investment or preparation already 
made, or 
(B) will unduly delay procurement. 


3+215 Negotiation After Advertising. 
3-215.1 Authority. Pursuant to 10 U. S. C. 2304 (a) (15), purchases 
and contracts may be negotiated if— 
‘‘for property or services for which he [the Secretary] determines 
that the bid prices received after formal advertising are unreasonable 
as to all or part of the requirements, or were not independently 
reached in open competition, and for which (A) he has notified 


[ASPR 3—215.1 continued on next page] 
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each responsible bidder of intention to negotiate and given him 

reasonable opportunity to negotiate; (B) the negotiated price is 

lower than the lowest rejected bid of any responsible bidder, as 

determined by the head of the agency; and (C) the negotiated price’ ‘ 

is the lowest negotiated price offered by any responsible supplier.”’ 

38-2152 Limitation. The authority of this paragraph 3-215 shall not 

be used unless the Secretary has determined, in accordance with the require- 

ments of Part 3 of this Section III, that the bid prices, after formal advertising 

for such supplies or services, are unreasonable or were not independently 

reached in open competition. Alsv, after such determination by the Secretary 

and after rejection of all bids, no contract shall be negotiated under this 
authority unless: 

(i) prior notice of intention to negotiate and a reasonable opportunity 
to negotiate have been given by a contracting officer to each 
responsible bidder which submitted a bid in response to the invita- 
tion for bids; 

(ii) the negotiated price is lower than the lowest rejected bid price 
of a responsible bidder, as determined by the Secretary; and 

(iii) the negotiated price is the lowest negotiated price offered by any 
responsible supplier. 
Moreover any evidence of bids not independently reached shall be forwarded 
to the Department of Justice, as provided in ASPR 2-403. 


3-216 Purchases in the Interest of National Defense or Industrial 
Mobilization. 

3-216.1 Authority. Pursuant to 10 U.S.C. 2304(a)(16), purchases and 
contracts may be negotiated if— 

“he (the Secretary] determines that (A) it is in the interest of national 
defense to have a plant, mine, or other facility, or a producer, manu- 
facturer, or other supplier, available for furnishing property or services : : 
in case of a national emergency; or (B) the interest of industrial 
mobilization in case of such an emergency, or the interest of national ; 
defense in maintaining active engineering, research, and development, 
would otherwise be subserved.”’ 

8-216.2 Application. The authority of this paragraph 3-216 may be 
used to effectuate such plans and programs as may be evolved under the 
direction of the Secretary to provide incentives to manufacturers to maintain, 
and keep active, engineering and design staffs and manufacturing facilities 
available for mass production. The following are illustrative of circumstances 
\ with respect to which this authority may be used: 

(i) when procurement by negotiation is necessary to keep vital facilities 
or suppliers in business; or to make them available in the event of a ? 
national emergency; : 

(ii) when procurement by negotiation with selected suppliers is neces- 
sary in order to train them in the furnishing of critical supplies to 
prevent the loss of their ability and employee skills, or to maintain 
active engineering, research, and development work; or 

(iii) when procurement by negotiation is necessary to maintain properly 
balanced sources of supply for meeting the requirements of pro- 
curement programe in the interest of industrial mobilization. 
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_— 3-216.3 Limitation. The authority of this paragraph 3-216 shall. not 
be used unless and until the Secretary has determined, in accordance with the 
requirements of Part 3 of this Section ITI, that: 

4 (i) it is in the interest of national defense to have a particular plant, 

; mine, or other facility or a particular producer, manufacturer, or 

other supplier available for furnishing supplies or services in case 
of a national emergency, and negotiation is necessary to that end; 
(ii) the interest of industrial mobilization, in case of a national emer- 
gency, would be subserved by negotiation with a particular supplier; 
or 

(iii) the interest of national defense in maintaining active engineering, 
research, and development, would be subserved by negotiation 

with a particular supplier. 
3-216.4 Records and Reports. Each Depariment.is required to main- 
tain a record of the name of each contractor with whom a contract has been 

a entered into pursuant to the authority of this paragraph 3-216, together with 
the amount of the contract and (with due consideration given to the national 
security) a description of the work required to be performed thereunder. These 
records, and reports based thereon, are maintained through the Department of 
Defense procurement reporting system described in ASPR 1-110 and 16-807. 


3-217 Otherwise Authorized by Law. 
3-217.1 Authority. Pursuant to 10 U.S.C. 2304(a)(17), purchases and 
contracts may be negotiated if— 
“otherwise authorized by law.” 
oe 3-217.2 Application. The authority of this paragraph 3-217 shall be 
used only if, and to the extent, approved for any Military Department and in 
accordance with Departmental procedures. 


3-218 Construction Work. 
3-218.1 Application. Contracts to construct or repair any building. 
' road, sidewalk, sewer, main, or similar item, are subject to 10 U.S.C. 2304(c) 
and this paragraph 3-218. 

3-218.2 Limitation on Authority To Negotiate Contracts. 

(a) Work in the United States. Contracts for construction work to be 

performed within the United States shall be formally advertised and may 
3 not be negotiated unless authorized pursuant to the following subsections 
{ of 10 U.S.C. 2304(a): (1), (2), (3), (10), (11), (12), or (15) (see respectively, 
ASPR 3-201, 3-202, 3-203, 3-210, 3-211, 3-212, and 3-215). 
d (b) Work Outside of the United States. Contracts for construction work 
E to be performed outside of the United States shall be formally advertised and 
; may not be negotiated unless authorized pursuant to subsections (1) through 
(17) of 10 U.S.C. 2304(a) (ASPR 3-201 through 3-217), as appropriate (note 
: that such contracts to be performed in the Territories or possessions of the 
United States, and Puerto Rico, may not be negotiated pursuant to 10 U.S.C. 
2304(a)(6) (ASPR 3-206)). 

3-218.3 Citation of Authority To Negotiate. Negotiated contracts for 
construction work shall cite as authority for their negotiation the applicable 
subsection (1) through (17) of 10 U.S.C. 2304(a). 
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Mr. Rivers. These are in addition to the 17 exceptions? 

Mr. Vinson. They are part of them. 

Mr. Smarr. After the bill passed the House and failed to pass the 
Senate—— 

Mr. Rivers. Yes. 

Mr. Smarr (continuing). The Department of Defense agreed that 
they would restrict subsection (1) (a) to these five exceptions—isn’t 
that right, John? 

Mr. Rivers. Yes. 

Mr. Courrnery. Yes, Mr. Chairman. 

Mr. Kitpay. They had the authority to put these five restrictions 
by regulations? 

Pi sa Smart. They had blanket authority to use subsection (a) (1) 
ore. 

It is my understanding that it is now restricted to these five sections. 

Is that right, John ? 

Mr. Courtney. Yes. 

Mr. Rivers. What about the 17? Where do they come in? 

Mr. Smart. Well, that is the remaining 16, you see. 

Mr. Vinson. Now, let’s read—Mr, Courtney and members, turn 
to your chart on page 2. 

And I want you to read—— 

Mr. Bray. Is that the Ramseyer ? 

Mr. Vinson. Page 2 of your chart. é 

Now, Mr Courtney, read—now, members, this is what you are talk- 
ing about. 

r. Rivers. Page. 2. 

Mr. Vinson. Now, read section 2304: “Purchases and contracts: 
Formal advertising ; exceptions.” 

Now, this is the basis of all contracts made by the Department, plus 
its regulations in accordance with this authority. 

Mr. Rivers. I see. 

Mr. Lanxrorp. Mr. Chairman, may I ask? 

Mr. Vinson. Yes. 

Mr. Lanxrorp. As I understand it, this No. 1 exception, under 
2304, in effect, gives the Defense Department carte blanche to ef any 
way they want. But because of the hearings we held and the bill that 
passed the House, they agreed under section 1 to restrict themselves 
to these five instances! 

Mr. Vinson. That is right. 

Mr. Rivers. That is just about it. 

Mr. Smart. Correct. 

Mr. Vinson. What you stated is correct. That is right, exactly. 

We passed a bill—you see, what I was trying to do was to make the 
national emergency by Congress, instead of national emergency by the 
President. 

Mr. Rivers. That is right. 

Mr. Vinson. And that is what we must ultimately, I think, recom- 
mend here, that we get back on the national emergency declared by 
Congress, with these five exceptions written in the law. 

Mr. Lanxrorp. Yes. 
Mr. Rivers. Yes. 
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Mr. Vinson. You see, when I got over in the Senate and was trying 
to get this seer | through, I was confronted particularly in regard to 
tho question of labor and disaster areas. That disturbed certain mem- 
bers of the Senate Armed Services Committee, more than anything 
else. 

Now, I might say that they have put into effect two of these 
exceptions. 

So when we deal with it, we will only deal with three of them— 
labor, disaster area, and small business. 

Mr. Courtney. That is right. 

Mr. Vinson. Now, read this law. Now, here is the basis—get it in 
your mind, now. You have to have an origin. This is the authority 
to make any kind of contract in the Department of Defense; I don’t 
mean—I mean the three branches of the Department of Defense, 
namely, Army, Navy, and Air Force. Because later on, the Depart- 
ment of Defense can’t make any contracts except in one instance. 

Go ahead. 

Now, get this in your mind. 

Mr. Courtney. Section 2304. 

(a) Purchases of and contracts for property or services covered by this chap- 
ter shall be made by formal advertising. However, the head of an agency may 
negotiate such a purchase or contract, if— 

Mr. Vinson. Stop, now. 

These are the exceptions. 

Mr. Courtney (reading) : 


it is determined that such action is necessary in the public interest during 
a national emergency declared by Congress or the President ; 


Mr. Vinson. That is right. 

Mr. Bray. That is the law at the present time? 

Mr. Courtney. Yes, sir. 

Mr. Vinson. This is the law we are reading now. 

Mr. Kirtpay. And there is a national emergency. 

Mr. Vinson. Under the proclamation issued—— 

Mr. Courtney. On December 16, 1950, the President issued a na- 
tional emergency proclamation, which is unrevoked. 

Mr. Vinson. You see what this bill that I just referred to does? 
We struck all as to the President, and Congress hasn’t declared any 
national emergency. It is a national emergency declared by President 
Truman in 1950 when Korea broke out. 

Mr. Morris. What was that date, again ? 

Mr. Courtney. December 16, 1950. 

Mr. Vinson. Now, go ahead. 

Mr. Courtney (reading) : 


(2) the public exigency will not permit the delay incident to advertising; 
(3) the aggregate amount involved is not more than $2,500. 


This is an amendment. It has been amended since the original act. 


(4) the purchase or contract is for personal or professional services; 

(5) the purchase or contract is for any service by a university, college, or 
other educational institution ; 

(6) the purchase or contract is for property or services to be procured and 
used outside the United States, and the Territories, Commonwealths, and 
possessions; 
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(7) the purchase or contract is for medicine or medical supplies ; 

(8) the purchase or contract is for property for authorized resale; 

(9) the purchase or contract is for perishable or nonperishable subsistence 
supplies ; 


This has been amended. 

Mr. Barres. Mr. Chairman, I wonder why the change was made in 
our statement in including only nonperishable, if this which contains 
oth perishable and nonperishable—— 

Mr. Courtney. Well, the answer to that is that in 1958 the chairman 
of the Senate Committee on Government Operations introduced a bill, 
which passed, and amended section 2304, in respect of the limitation 
formerly at $1,000, to increase it to $2,500, and to change this particu- 
lar section to include not only perishable subsistence, which was the 
original act, but to include nonperishable subsistence (Public Law 
85-800). 

Theretofore it had been done under the authority of section (a) (1), 
that is, the same thing had been accomplished under the authority of 
the amended regulations under section ( a) (1). 

So what the amendment was was merely an incorporation into law 
of these two provisions which theretofore had depended upon the 
Korean national emergency proclamation. 

Mr. Bares. Your statement here just pertains to nonperishable sub- 
sistence—the chairman’s statement ? 

Now, what is the difference 

Mr. Courtney. The chairman said it would not be necessary to 
legislate with respect to nonperishable subsistence items because this 
had already been incorporated into the act. 

Mr. Barres. Well, it was really the statement of the Department 
that he read, as to the reasons why it couldn’t be done? 

Mr. Courtney. Yes. 

Mr. Bares. Now, I don’t get the distinction between perishable and 
nonperishable as applied in this law. As a matter of fact. 

Mr. Courtney. Perishable subsistence is—— 

Mr. Bares. Oh, I understand what it is. I bought tons of it. 

But I would think that the spot market. under nonperishable would 
be much more important, to have an exception, than the nonperish- 
able market. 

Mr. Courtney. Well, if I may sum it up, when the chairman’s bill 
was under consideration, it was proposed to include nonperishable 
subsistence, because the Quartermaster’s Office in Chicago indicated 
there had been a substantial change in the marketing and sale and 
purchase of nonperishable commodities because of the introduction 
of the change in the system of purchasing whole crops and packaging 
whole crops. 

Mr. Kizpay. They are now buying frozen food. 

Mr. Bares. I think both of them ought to be put together. 

Mr. Courtney. Yes. 

Mr. Bares. I don’t think you should have one without the other. 
I think they are both practically in the same position. 

Mr. Courtney. Well, that was the position in 1956. 

Mr. Kirpay. At the hearings, it was pointed out that whereas 
formerly practically all of these things were canned and became non- 
perishables, nowadays a great amount of them are quick frozen. 
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Mr. Bates. Yes. 

Mr. Courtnry. They purchase whole crops. 

Mr. Morris. Mr. Chairman. 

Does the word “subsistence” include anything other than food ? 
Mr. Courtney. Nothing but edibles. 

Mr. Morris. Nothing but edibles. 

Mr. Vinson. Number ten. 

Mr. Courtney (reading) : 

(10) the purchase or contract is for property or services for which it is 
impracticable to obtain competition ; 

(11) the purchase or contract is for property or services that he deter- 
mines to be for experimental, developmental, or research work, or for 
making or furnishing property for experiment, test, development, or re- 
search ; 

(12) the purchase or contract is for property or services whose procure- 
ment he determines should not be publicly disclosed because of their char- 
acter, ingredients, or components; 

(13) the purchase or contract is for equipment that he determines to 
be technical equipment whose standardization and the interchangeability 
of whose parts are necessary in the public interest and whose procurement 
by negotiation is necessary to assure that standardization and interchange- 
ability ; 

(14) the purchase or contract is for technical or special property that he 
determines to require a substantial initial investment or an extended 
period of preparation for manufacture, and for which he determines that 
formal advertising and competitive bidding might require duplication of 
investment or preparation already made or would unduly delay the procure- 
ment of that property; or 

(15) the purchase or contract is for property or services for which he 
determines that the bid prices received after formal advertising are un- 
reasonable as to all or part of the requirements, or where not independently 
reached in open competition, and for which (A) he has notified each respon- 
sible bidder of intention to negotiate and given him reasonable opportunity 
to negotiate; (B) the negotiated price is lower than the lowest rejected bid 
of any responsible bidder, as determined by the head of the agency; and 
(C) the negotiated price is the lowest negotiated price offered by any 
responsible supplier ; 

(16) he determines that (A) it is in the interest of national defense to 
have a plant, mine, or other facility, or a producer, manufacturer, or other 
supplier, available for furnishing property or services in case of a national 
emergency ; or (B) the interest of industrial mobilization in case of such an 
emergency, or the interest of national defense in maintaining active en- 
gineering, research, and devlopment, would otherwise be subserved; or 

(17) negotiation of the purchase or contract is otherwise authorized by 
law. 


Mr. Vinson. Now, members of the committee, you can understand 
that this is the organic law that permits contracts to be made by the 
Department of Defense. 

The whole pattern is for the purpose of formal advertisement, with 
17 exceptions. And here are the exceptions, in there. 

Now, you see when I introduced this bill on behalf of the com- 
mittee, 2 or 3 years ago, we left out the words “or the President.” 
And therefore it would read, if that is the same thought now: 

* * * it is determined that such action necessary is in the public interest during 
a national emergency declared by the Congress. 

Then these exceptions would be based upon a proclamation issued by 
the Congress. 

Now, let’s get back to the statement. Now we will follow it on. 

_ Mr. Kizpay. At this point, Mr. Chairman, I think we ought to bear 
in mind, while we go into these hearings, that we have the rather 
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ridiculous situation of an Act of Congress providing that all pur- 
chasing shall be by open advertising and competitive bids. That is laid 
down as the basic law. And we find the situation to be that a very 
small percentage of the money is spent on competitive bidding. 

Mr. Vinson. That is right. 

Mr. Kitpay. I don’t believe we can sit here with law continuing to 
state it is the general policy, when the fact is exactly opposite. 

If this is going to continue, we are going to have to take out the 
general proclamation that it shall all be by competitive bid. I don’t 
think we should permit ourselves to be in this unreasonable position. 
They either have to get more of their stuff by competitive bid or we 
have to change the law. 

Mr. Vinson. Well, at the same time, when we approach that sub- 
ject, we must not be so positive that there cannot be some exceptions 
in permitting negotiation when the circumstances warrant negotiation. 

r. Kiwpay. I will agree. Except we have to get the law in such 
shape that a substantial percentage is acquired under the general re- 
quirement laid down. We can’t continue to let all of the purchasing 
be done without bids, when we say that all shall be done with bids 

except.’ 

Mr. Vinson. All right. 

Mr. Rivers. Construction is about the only one in which you have 
competitive bidding, except for gasoline and one or two things like 
that, in the whole Department. 

Mr. Vinson. When you left out “by the President,” you tightened 
the bill up. 

_ Mr. Hoppteston. Mr. Chairman, let me ask you a question, please, 
sir. 

Mr. Vinson. All right. 

Mr. Huppieston. On page 4 you mentioned that 92 percent of the 
dollar value of all contracts were being negotiated in 1957. 

Mr. Rivers. That is right. 

Mr. Huppixston. Now, does that include construction contracts as 
well as procurement contracts ? 

Mr. Rivers.’ No. 

Mr. Courtney. No. 

Mr. Rivers. Construction contracts are not subject to negotiated 
7 

Mr. Huppteston. In other words, this should read “all procure- 
ment contracts.” 

Mr. Courtney. There may be an inadvertence there. We are deal- 
ing here with the subject of negotiated contracts. 

Now, of the negotiated contracts, 92 percent were, both in number, 
by a strange coincidence, and in dollar, value being negotiated. In 
the construction contracts, which were isolated and treated separately, 
the reverse was true. 

Mr. Rivers. About 95 percent. 

Mr. Courtney. Eighty-seven percent of the construction contracts 
were being handled on competitive bid. 

Mr. Rivers. Competitive. 

Mr. Courtney. The negotiations were largely confined to the con- 
struction overseas. 

Mr. Vinson. All right, let’s read on. 
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Mr. Rivers. That is right. 

Mr. Vinson. Now, at this point I introduced in the record the record 
of the reports of the Departments on the actual use (both in dollars 
and in numbers of contracts) of the various methods of procurement, 
pages 8 and 9. . : 

Inserted at completion of proceedings for April 25, 1960.) _ 

Let’s don’t get to that page now, because we have plenty of time. 

One table is the most recent experience of the Department reported 
for all of fiscal year 1959. That is the year ending June 30,1959. In 
table 5, page 9, you will find four columns—and we will get back to 
this—the total and the distribution through the three services of: 
number of contracts entered; and similarly in four columns, the total 
and the distributions between the services of the dollar value of all 
contracts entered into. ; 

Table 4, page 8, gives the same type of information consolidated 
into total figures for all of the Defense Departments for the years 
1957, 1958, and 1959, using not only dollars and numbers of contracts 
but percentage totals for each of the types of procurement. This 
presents a comprehensive background of data on the actual use of the 
Armed Services Procurement Act and as assimilated into the Armed 
Services Procurement Regulations since 1956. 

Earlier, I mentioned the fact that procurement powers now being 
exercised depend for their authority upon the continued existence, 
unrevoked, of the Korean National Emergency Proclamation of 
1950. 

The proclamation of section 2304(a) (1) are the legal basic author- 
ity for the actions you will see listed under table 5, or seven uses 
which depend on a Presidential national emergency proclamation for 
legal authority. Table 4 lists only five. We shall explain those as we 
go along. I particularly direct your attention (so the picture will 
not be distorted) to subsection (ft) under section 2304(a) (1) on table 
5. This is “modification” authorized on contracts negotiated prior to 
January 1, 1956, and incomplete. That figure represents the contract 
changes occurring in those contracts where the contracting authority 
used was only the national emergency proclamation of December 16, 
1950. 

Thus, you will see, if you refer to table 5, there were 1,761 contracts 
which were dealt with in that year, by way of change or modification; 
and these contracts had all been entered into prior to January 1, 1956. 
These changes were plus or minus the original contracts’ amount, as 
the case may be. If you go over to the dollar column, you will find 
that the total dollar changes amounted to $40,750,000. Of course, 
there will soon come a time when these contracts will have been closed 
out and notation (f) will no longer appear upon these tabulations. 
This item is necessary for reconciliation with practices and proce- 
dures since January 1, 1956. 

Now I desire to introduce into the record charts in three parts, 
pages 3, 4, and 5, setting forth the organizational structures of the 
three services pointing out the administration of procurement. Each 
chart is identical in format. 

(The material referred to follows :) 
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COORDINATED PROCEDURE PROGRAMS 


A. SINGLE DEPARTMENT PROCUREMENT 


One military department, utilizing its regularly established purchasing sys- 
tem, purchases the requirements for certain commonly used commodities for 
all military departments. Of the 32 assigned commodities, which include such 
items as paint, lumber, coal, photographic equipment, and food preparation 
equipment, 17 are assigned to the Army, as follows: 


Single Department Procurement Assignments 












































Assigned 
Commodity Department 
Antifreeze Army. 
Batteries, dry cell ve SE ee age Do. 
Chemical warfare equipment and supplies Do. 
Construction and agricultural equipment and tractors Do. 
Drums and cans - ao: aoe 
Electronic equipment Do} 
Firefighting, water purification, and sewage treatment equipment______- Do. 
Food preparation and serving equipment Do. 
Lumber, millwork, plywood, and veneer Do. 
Mortuary equipment and supplies Do. 
Motor vehicles, trailers, and cycles Do. 
Paper and paper products Do. 
Railway equipment Do. 
Telephone and telegraph equipment and components, military____._____- Do. 
Time measuring instruments Army (part). 
Tires and tubes Army. 
Weapons, fire-control equipment, ammunition and explosives______ Army (part). 


1 Each Department is assigned procurement responsibility for those items 
which the Department either designed or sponsored development. 


B. PLANT COGNIZANCE PROCUREMENT 


One military department effects all procurement from certain assigned 
aviation plants, thereby permitting proper allocation of production capacity, 
avoiding duplication of military inspection and providing a single point of 
contact for the contractor. 


Plant Cognizance Procurement Assignments 


No assignments. 
RELATED PROGRAMS 


Cc. SINGLE MANAGER PROCUREMENT 


Centralized procurement activities assigned for management to the Secretary 
of a single military department, procure the combined net requirements for 
selected, commonly used commercial type commodities and services for all mili- 
tary departments. Commodities/services included are: subsistence, petroleum 
and petroleum products, clothing and textile material, medical material, oceam 
transportation, air transportation, and traffic management services. 
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Single Managerships 








Commodity/service Operating agency Single manager 
Subsistence.............----....-....] Military Subsistence Supply Agency (MsBA), Secretary of the 
226 West Jackson Blvd., Chicago 6, Ill. Army. 
Clothing and textiles.............-- Military Clothing and Textile Supply Agency Do. 
(MC& TSA), 2800 South 20th St., Philadelphia 
Traffic management..-.-..-...-.---- Military Traffic oncegeamt Agency Do. 
‘ (MTMA), Washington 25, D.C 
Handtools and administrative and | Military General Supply Agency, Richmond Do. 
housekeeping supplies (general Quartermaster Depot, U.S. Army, Rich- 
supplies). ! mond 12, Va. 











1 Planned for early implementation. 


D. INTERDEPARTMENTAL PROCUREMENT 


GSA procures commonly used, commercial type items, such as office equipment, 
for all Government agencies, including the military services. 


List of Federal supply schedule contracts which are mandatory nationally upon 
the Department of Defense 


Gasoline and lubricating oil—service station deliveries, 
Tires and tubes (other than aircraft), part II1* (commercial tires and tubes only). 


Brake lining, clutch facings, oil filter elements, and tire chains, etc., part IV. 
(Selected items only are mandatory upon DOD). 


Spark plugs, part II.* 
Electric lamps, part VI." 
Household and quarters lamps, part VII.* 


Purchase, maintenance, repair, and rental of microphotographic equipment, and 
supplies, part IV.2 


Household and quarters furniture, parts I* through IV.* 

Office furniture, wood and steel, including steel insulating filing cabinets, 
part V. 

Floor coverings, part I.? 

Books, part I,’ sections Aand B. (Section A only is mandatory upon DOD.) 


Periodicals and law books, part II. (Law books section only is mandatory upon 
DOD.) 


Drafting room and office supplies, part I. 
Envelopes, printed and plain, part V.* 


Typewriters (manual and electric) ; purchase, exchange allowances, and repair 
parts; maintenance and reconditioning of electric typewriters, part I. 

Office equipment, part III,’ sections A and B. 

Offset duplicating blankets and plates, direct imagine and photographic (metal 
and paper type), part IV. 

Vacuum cleaners and repair parts, accessories and attachments, part II.* 

Aircraft tires (casing and tubes). 

Recordings and transactions service, part I.” 





1 Refers to GSA catalogues which contain pertinent data relative to these items. 
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46 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


COORDINATED PROCEDURE PROGRAMS 
A. SINGLE DEPARTMENT PROCUREMENT 


One military department, utilizing its regularly established purchasing system, 
purchases the requirements for certain commonly used commodities for all 
military departments. Of the 32 assigned commodities, which include such items 
as paint, lumber, coal, photographic equipment, and food preparation equipment, 
14 are assigned to the Navy, as follows: 


Single Department Procurement Assignments 












































Assigned 
Commodity Department 
Ecclesiastical equipment, furnishings, and supplies Navy. 
Biectronic equipment... _._... -<..--. ,..---.. 5... Sues 3 
Fibers, fiber rope, cordage, and twine Do? 
IRE ceo A le. cas ols Ee a Ra cnn enamine Do, 
Hand tools J Te 
Lifesaving equipment, marine Do. 
Materials handling equipment Do. 
ES SE SE RS OEE eee ee Do. 
Pest control agents Do. 
Prefabricated and portable buildings Do. 
I | dh cen ei gc uaa sean nici inlaw calvahigaaedeeinaahmeeaatin Do. 
Ships, small craft, and related marine equipment_________----------_-~- Do, 
Time measuring instruments Navy (part). 

Weapons, fire-control equipment, ammunition and explosives.__._____-___ Do 


* Bach Department is assigned procurement responsibility for those items which 
the Department either designed or for which it sponsored development. 


B. PLANT COGNIZANCE PROCUREMENT 


One military department effects all procurement from certain assigned aviation 
plants, thereby permitting proper allocation of production capacity, avoiding 
duplication of military inspection and providing a single point of contact for the 
contractor. 

Plant Cognizance Procurement Assignments 



































Manufacturer Location sae. 
AIRCRAFT PLANTS 
Bell Aircraft Corp., Bell Helicopter Corp a Navy. 
Chance Vought Aircraft, . plant B, naval industrial reserve | Dallas, Tex e Do. 
aircraft plant (DO 
Doi ones aie ae Co., — naval industrial reserve aircraft plant | El Segundo, Calif-.....-. Do. 
Edo Ge Co Dorp College Point, N.Y....-- Do. 
General Dynamics Corp., Convair Division, plant > ee San Diego, Calif........- Do. 
Cegsvent Tire & Rubber Co., Goodyear Aircraft Corp., plancor | Akron, Ohio--..__. panaeu Do. 
Grumman Aircraft Engineering Corp- Bethpage, N.Y -....--..- Do. 
i ee eS eee Palo Alto, Calif.........- Do. 
aeoban Corp., naval industrial reserve aircraft plant Bloonifield, Oonn....... Do. 
Kaman Aircraft a Windsor Locks, Conn. -- Do. 
Lockheed Aircraft Soap, plant A_--_- -| Burbank, Calif.......... Do. 
Glenn L. Martin Co. plant DRM orinn Ba cuumbeenneheswumcetlons — River, ae Do. 
MeDontell Aircraft Corp........-.-..---..-----.------s---22-4-e t. Lonis, Mo. ......---- Do. 
North American Aviation, Inc., naval industrial reserve aircraft Oclustbes, Ohio........ Do. 
plant (DOD 303). 
Ry. an Aeronautical Cor orp... San Diego, Calif......... Do. 
MCO Aircraft Corp., plant A......--.-.----.---.----------=-- > eee es Do. 
Vertal Aircraft Corp. (formerly Piasecki Helicopter Corp.) -.-..2-- Motran, Pé........as0«e« Do. 
ENGINE PLANTS 
General Tire & Rubber Co., Aerojet General Corp. -.......----- Azusa, Calif....... Do. 
LF 2 a a Sacramento, Calif. Do. 
Reaction M Motors, Inc., naval industrial reserve aircraft plant | Denville, N.J..... Do. 
United Aireraft Corp., Pratt & Whitney Aircraft Division, de- | East Hartford, Conn... Do. 
partmental reserve plant (DOD 57). 
United Aircraft Corp., Pratt & Whitney Aircraft Division. -__... North Haven, Conn--.. Do. 
United Aircraft Corp., Pratt & Whitney Aircraft Division, naval | Southington, Conn.....- Do. 
industrial reserve aircraft plant (DOD 61). 
Westinghouse Electric Corp., Aviation Gas Turbine Division, | Kansas City, Mo-.....-.. Do. 
naval industrial reserve aircraft plant (DOD 202). 
PROPELLER PLANTS 
United Aircraft Corp., Hamilton Standard Division.............. | Windsor Locks, Conn. - - 
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RELATED PROGRAMS 


C. SINGLE MANAGER PROCUREMENT 


‘Centralized procurement activities, assigned for management to the Secretary 
of a single military department, procure the combined net requirements for 
selected, commonly used commercial type commodities and services for all mili- 
tary departments. Commodities/services included are: subsistence, petroleum 
and petroleum products, clothing and textile material, medical material, ocean 
transportation, and traffic management services. 


Single Managerships 











Commodity/service Operating agency Single manager 
Medical, dental, veterinary and re- | Military Medical Supply Agency (MMSA), 3d | Secretary of the 
lated equipment and supplies. Ave. and 29th St., Brooklyn 32, N.Y. Navy. 
Petroleum and petroleum products-_- ae oe Petroleum Supply Agency (MPSA), Do. 
Ocean transportation Military 4° Transportation Service (MSTS), Do. 
Washington 25, D.C. 
Hardware and abrasives (industrial | Military Industrial Supply Agency, 700 Robbins Do. 
supplies). ! Ave., Philadelphia, Pa. 











1 Planned for early implementation. 
D. INTERDEPARTMENTAL PROCUREMENT 


GSA procures commonly used, commercial type items, such as office equipment, 
for all Government agencies, including the military services. (Repeated from 
page 1 


List of Federal supply schedule contracts which are mandatory nationally upon 
the Department of Defense 


Gasoline and lubricating oil—service station deliveries. 
Tires and tubes (other than aircraft), part II? (commercial tires and tubes only). 


Brake lining, clutch facings, oil filter elements, and tire chains, etc., part IV.* 
(Selected items only are mandatory upon DOD.) 


Spark plugs, part II. 
Electric lamps, part VI." 
Household and quarters lamps, part VII.’ 


Purchase, maintenance, repair, and wentel of microphotographic equipment, and 
supplies, part IV. 


Household and quarters furniture, siete I? through IV.” 


Office furniture, wood and steel, including steel insulating filing cabinets, 
part V. 


Floor coverings, part I.* 
Books, part I,’ sections A and B. (Section A only is mandatory upon DOD.) 


Periodicals and law books, part II. (Law books section only is mandatory upon 
DOD.) 


Drafting room and office supplies, part I.* 

Envelopes, printed and plain, part V.* 

Typewriters (manual and electric) ; purchase, exchange allowances, and repair 
parts; maintenance and reconditioning of electric typewriters, part I.* 

Office equipment, part III,’ sections A and B. 

Offset duplicating blankets and plates, direct image and photographic (metal 
and paper type), part IV.* 

Vacuum cleaners and repair parts, accessories and attachments, part II.” 

Aircraft tires (casings and tubes). 

Recordings and transcription service, part I.* 





1 Refers to GSA catalogues which contain pertinent data relative to these items, 
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CONSOLIDATED PROCEDURE PROGRAMS 
A. SINGLE DEPARTMENT PROCUREMENT 


One military department, utilizing its regularly established purchasing sys- 
tem, purchases the requirements for certain commonly used commodities for all 
military departments. Of the 32 commodities, which include such items as 
paint, lumber, coal, photographie equipment, and food preparation equipment, 
5 are assigned to the Air Force. 


Single Department Procurement Assignments 














Assigned 
Commodity Department 
Electrical and electronic components Air Force. 
Electronic equipment Do." 
Firefighting, rescue, and safety equipment (airport) Do. 
Lighting fixtures, airport Do. 
Photographic equipment Do. 





? Pach Department is assigned procurement responsibility for those items which 

the Department either designed or sponsored development. 
B. PLANT COGNIZANCE PROCUREMENT 

One military department effects all procurement from certain assigned avia- 
tion plants, thereby permitting proper allocation of production capacity, avoiding 
duplication of military inspection and providing a single point of contact for 
the contractor. 

Plant Cognizance Procurement Assignments 






























































Assigned 
Manufacturer Location department 
AIRCRAFT PLANTS 
Beech Aircraft Corp Wichita, Kans-__. Air Force 
Bell Aircraft Corp., Niagara Falls Blvd--...............-..----. Wheatfield, N.Y Do. 
Bell Aircraft Corp., Air Force plant No, 18, 2221 Kenmore Ave..| Tonawanda, N.Y Do. 
ae Airplane Co... Renton, Wash Do. 
Do. Seattle, Wash. Do. 
Do-- Wichita, Kans. - a Do. 
‘Oessna Aircraft Co- Hutchi Kans. ___-- Do. 
| eee -| Wichita, eana. eieackiene Do. 
Douglas Aircraft Co., Santa Monica, Calif_.-- Do. 
Douglas Aircraft Co., — national industrial reserve plant No. 3.| Pulsa, Okla........----- Do. 
SEES OS ee EES ee aa Long ‘Beach, Oalif...---- Do. 
Fairehid Engine and Airplane Corp., Fairchild Aircraft Divi- | Hagerstown, Md_-.-.-.- Do. 
Fm Dynamics Corp., Convair Division plant No. 2......--.. San Diego, Calif. -.....- Do. 
General Dynamics Corp., Convair Division aircraft plant No. 4..| Fort Worth, Tex-.-....- Do. 
Bayes Aircraft Corp.................-....- Birmingham, | Do. 
Hughes Tool Co., Hughes Aircraft Division .....-....--.-.------ Culver City, Calif. __..-. Do. 
Lockheed Aircraft — RS a eee Burbank, Calif......-.-- Do. 
— DE oe iiiinccinegdetuccniomaieawacumnae Marietta, | ae Do. 
TE EE ---| Van Nuys, Calif........ Do. 
North eS aera ee Sener Downey, Calif. ........- Do 
wen? Los Angeles, Calif_...... Do. 
Northrop Aircraft ----| Hawthorne, Calif. ...... Do. 
Northrop Aircraft, Radioplane Co. Van Nuys, Calif......-- Do. 
Palmdale Production A esting Center -- Palmdale, Calif. .......-. Do. 
Republic Aviation Corp__-.....-.-----.-..- Farmingdale, N.Y..---- Do. 
United Aircraft Corp., Bikorsky Aircraft Division ...........-.-- Bridgeport, Conn-...... Do. 
ENGINE PLANTS 
AVCO Manufacturing Corp., Lycoming Division_-.....---.----- Williamsport, Pa_-.-..-- Do. 
AVCO Manufacturing Corp., Bridgeport Lycoming Division...| Stratford, Conn.-......- Do. 
Continental Motors Corp., Continental Aviation and Engineer- | Detroit, Mich..........- Do. 
ing Corp., Research Division, 1470 Algonquin Ave. 
Curtiss: right Corp., Wright Aeronautical Division......-...-- Woodridge, N.J- Do. 
Fairchild Engine & ‘Airplane Corp., Fairchild Engine Division_.| Deer Park, N.Y Do. 
Ford Motor Co., Ford Aircraft Engine Plant, Air Force plant | Chicago, Tll--.-- Do. 
No. 39 (DOD 75). 
General Electric Co., Aircraft Gas Turbine Division, produc- | Evendale, Ohio---......- Do. 
tion —— department. 
General Electric Co., Aircraft Gas Turbine Division, small air- | West Lynn, Mass-..-..- Do. 
craft engine department, plancor 864. 
General Motors Corp., Allison Division, plancor 548.......------ Indianapolis, Ind_--.--.. Do. 
General Tire & Rubber Co., Aerojet General Corp., liquid rocket | Sacramento, Calif....... Do. 
plant Nimbus station. 
PROPELLER PLANTS 
Curtiss-Wright Corp., Propeller Division...............--------- Caldwell, N.J........... Do. 
General Motors Corp., Allison Division, aero products operations.| Vandalia, Ohio--.......-. Do. 
OTHER PLANTS 
Air Force plant No. 27 (DOD 319) Toledo, Ohio........---- Do. 
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RELATED PROGRAMS 
C. SINGLE MANAGER PROCUREMENT 


Centralized procurement activities, assigned for management to the Secretary 
of a single military department, procure the combined net requirements for 
selected, commonly used commercial type commodities and services for all mili- 
tary departments. Commodities/services included are: subsistence, petroleum 
and petroleum products, clothing and textile material, medical material, ocean 
transportation, air transportation, and traffic management services. 


Single Managerships 











Commodity/service Operating agency | Single manager 
Air transportation Military Air Transport Service (MATS), Wash- | Secretary of the 
ington 25, D.C. Air Force. 











D. INTERDEPARTMENTAL PROCUREMENT 


GSA procures commonly used, commercial type items, such as office equipment, 
for all Government agencies, including the military services. (Repeated from 
page 1.) 


List of Federal supply schedule contracts which are mandatory nationally upon 
the Department of Defense 


Gasoline and lubricating oil—service station deliveries. 


Tires and tubes (other than aircraft), part II? (commercial tires and tubes 
only). 


Brake lining, clutch facings, oil filter elements, and tire chains, etc., part IV. 
(Selected items only are mandatory upon DOD.) 

Spark plugs, part II.’ 

Electric lamps, part VI." 

Household and quarters lamps, part VII.’ 


Purchase, maintenance, repair, and rental of michophotographic equipment, and 
supplies, part IV." 


Household and quarters furniture, parts I* through IV.* 


Office furniture, wood and steel, including steel insulating filing cabinets, 
part V. 


Floor coverings, part I.* ; 

Books, part I,? sections A and B. (Section A only is mandatory upon DOD.) 

Periodicals and law books, part II.2_ (Law books section only is mandatory upon 
DOD.) 


Drafting room and office supplies, part I." 

Envelopes, printed and plain, part V.’ 

Typewriters (manual and electric) ; purchase, exchange allowances, and repair 
parts; maintenance and reconditioning of electric typewriters, part I.* 

Office equipment, part III,’ sections A and B. 

Offset duplicating blankets and plates, direct image and photographic (metal 
and paper type), part IV.* 

Vacuum cleaners and repair parts, accessories and attachments, part II. 

Aircraft tires (casings and tubes). 

Recordings and transcription service, part I. 





1 Refers to GSA catalogues which contain pertinent data relative to these items. 
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Mr. Vinson. Now let’s stop right there and get this. 

This is important, now, so you can follow it down and know what 
you are talking about. 

_ Now, on page 3: “Procurement Study—Army,” as to who makes 
the contracts in the Department. 

Later on, we will come to what types of contracts. 

_ Now, here is the history of the contracts. 

Under the Secretary of Defense, the Assistant Secretary of Defense 
for Supplies and Logistics. 

Now, Mr. Courtney, you pick up there and you read all this out: 

Under the Secretary of Defense, the Assistant Secretary of Defense, Supplies 
and Logistics, establishes procurement policies and procedures for the entire 
Department. The Secretary of Defense has no contractual authority except in 
research and development— 
by the law of 1958. 

Now, then, he does fix the policy, after consultation, as you will 
see, with the Departments. 

Now, go ahead, Mr. Courtney, right on the second line. 

Mr. Courtney. Beginning, then, with the establishment of the 
policy, which essentially is incorporated in the Armed Services Pro- 
curement Regulations, which are mandatory on the three Depart- 
ments, the Assistant Secretary of Defense for Logistics terminates his 
responsibility, except for review on policy. 

Mr. Vinson. All right. 

Mr. Courtney. In the Army, the Assistant Secretary of the Army 
for Logistics is the 

Mr. Vinson. Well, read out what you have. 

Mr. Courtney. Is the actual head. 

Now, within each military department, the Assistant Secretary of 
the Army (Logistics) has delegated to the Deputy Chief of Staff for 
Logistics the authority for carrying out his procurement functions 
throughout the Army Establishment. The Seana Chief of Staff 
directs and controls the procurement functions of the technical serv- 
ices, which include the Chemical Corps, Corps of Engineers, Ord- 
nance Corps, Signal Corps, Quartermaster Corps, Transportation 
Corps, and Army Medical Service. 

The procurement responsibilities of the individual technical services are as 
follows—— 

- Mr. Vinson. Now, these are the people in the Department of the 
Army that make the contract. 

Now, read them out. “Chemical Corps.” 

Mr. Courtnny (reading) : 

Procurement of services, materiel, and equipment pertaining to chemical, 
biological, and radiological warfare, and related research. 

Mr. Vinson. All right. 

Mr. Courtney (reading) : 

Corps of Engineers: Procurement of the engineering, construction, repair, and 
real estate services and material for the Army and the Air Force, and related 
research. 

Ordnance Corps: Procurement of ordnance material, including guns, missiles, 
ammunition, motor vehicles, and related research. 

Signal Corps: Procurement of signal communications, electronics, pictorial, 
and cryptologistic services and material, and related research. 
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Transportation Corps: Procurement of transportation services and material 
for the Army, and related research. In addition, the Military Traffic Manage- 
ment Agency, a single managership, operates under the Transportation Corps. 

Quartermaster Corps: Procurement of all types of quartermaster equipment, 
supplies and services, and related research. Additionally, two single manager 
commodity assignments made to the Army, the Military Subsistence Supply 
Agency, and the Military Clothing and Textile Supply Agency, operate under the 
Quartermaster Corps. 


. These are all for services. 


Army Medical Service: Contracts for dependents’ medical and hospitaliza- 
tion services, medical research, and miscellaneous supplies and services for sup- 
port of Army hospitals. 

In addition, the six continental Armies in the United States and the Military 
District of Washington supervise the not inconsiderable volume of local procure- 
ment effected at the level of Army posts, camps, and stations. 

The direction of the Army’s research and development effort is vested in the 
Director of Research and Development and the military Chief of Research and 
Development. Under their direction and control, the technical services are re- 
sponsible for the research, development, and test of materiel assigned to them. 

Mr. Vinson. All right. 

Now, stop right there. 

Now, members of the committee, get this in your minds. These 
are the agencies in the Army that are authorized by the setup, under 
the direction of the Assistant Secretary of Defense for Supply and 
Logistics, to formulate the policies to make the contracts that spend 
the amount of money that the Government. appropriates to support the 
Army, some $7 billion, for this fiscal year. 

Now, the next column is the coordinated procedure program, which 
you are trying to bring into close cooperation, the activities that re- 
late not only to the Army but relate to the other Departments, in 
hoping to bring about some uniformity and some economy. 

Now, you get there a single department procurement. 

Start there, now, Mr. Courtney. 

Mr, Courtney. Well, there are 32—within the Department of De- 
fense, there are 32 categories of items purchased, which are distributed 
among the three services. And there have been 17 of such items dis- 
tributed or assigned to the Army. 

Mr. Vinson. All right. 

Now, there are the items. j 

Mr. Courtney. Here they are [pointing]. 

Mr. Vinson. There are the articles. There are the 17 articles that 
the Army procures for the other services. 

Now, the next is plant cognizance procurement assignments. 

Now, the Army has no responsibility in that field at all. 

Then it goes to the fourth column, which is single management 
procurement. 

Take that up now, Mr. Courtney. ; 

Mr. Courtney. Now, the Army has four single manager assign- 
ments. Now, single manager means that it is in complete charge 
of either the service or the supply. 

Subsistence is all purchased by the Army and distributed and han- 
dled for the three services; that is, perishable and nonperishable. 

Clothing and textiles is handled as a single manager by the Army 
and operates through and under, as a separate agency, under the 
Quartermaster Corps. 

Mr. Becker. Is that for all services? 
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Mr. Courtney. Yes, it is. 

Mr. Vinson. All services. This is single management. 

Mr. Courtnry. They buy everything that is worn. 

Mr. Vinson. Go ahead. 

Mr. Courtney. Traflic management: The Military Traffic Agency. 
under the Transportation Corps, handles transportation for all of 
the services. 

Now, hand tool and administrative and housekeeping supplies, or 
so-called general supplies, are under the single management, distri- 
bution, and handling, of the Army for the other two services, as well 
as for itself. 

Mr. Houppteston. Which corps? 

Mr. Courtney. Quartermaster Corps. 

Mr. Huppueston. Why is that listed, under Quartermaster Corps, 
in the procurement organization table? There are two commodity 
single manager assignments. 

r. Courtney. Well, I can’t answer that, because this is taken 
from material furnished us by the Army. 

Mr. Vinson. Well, here is what we did. 

This is off the record. 

(Further statement off the record.) 

Mr. Courtney. I have an answer, Mr. Huddleston, which I had 
overlooked. 

This is now in the making. It is planned for early implementation. 
It is not yet in being. 

Mr. Huppieston. I see. 

Mr. Courtney. It is only partially in being. 

Mr. Vinson. Now, you bear this in mind. The GSA does a large 
amount of purchasing for all three departments. And here is what 
the GSA purchases for the three departments. You see, that is broken 
down. Now, let’s go back. 

Now, here are the agencies—the Chemical Corps, the Engineers, the 
Ordnance, the Signal Corps, the Transportation Corps, and the Quar- 
termaster, and the Army Medical Corps, as well as the Zone of In- 
terior armies. They do all the procurement for the Department. 

Then in addition to that, the Army does single procurement of cer- 
tain items, which is set out in chart 3. 

Now, let’s take the Navy. Turn to the next page. 

Now, the Navy follows down the same procedure, and that is from 
the Assistant Secretary of Defense, and comes down to the Secre- 
tary of the Navy. And he delegates his authority to the Assistant 
Secretary of the Navy for Material and the Chief of Naval Material. 

Now, Mr. Courtney, start right there and read those out. 

Mr. Courtney. (reading) : 


In the Navy—— 


Mr. Vinson. That is right. 
Mr. Courtney. (reading) : 


under the Assistant Secretary of the Navy (Material), the Chief of Naval 
Material directs the efforts of the bureaus and offices of the Navy Department 
in procurement matters. These bureaus and offices, which are similar to the 
Army’s technical services in that each generally has cognizance of a broad 
category of material, have respective procurement responsibilities as follows—— 
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Mr. Kitpay. Let me see. 

Is there a difference between the Army and the Navy in this regard ? 

Mr. Courtney. The Navy follows, of course, the bureau system. 

Mr. Kitpay. I understand, but—— 

Mr. Courtney. And the Army, the corps system. Essentially, there 
is no difference. 

Mr. Kirpay. I don’t mean those formal organization matters. 

The Army had stated that the Secretary had delegated his authority 
to the Assistant Chief of Staff for Logistics. Now it says: 

In the Navy, under the Assistant Secretary of the Navy (Material), the Chief 
of Naval Material directs the efforts of the bureaus and offices of the Navy 
Department in procurement matters. 

I don’t quite get. 

Mr. Vinson. Well, they have a different system. 

Now go back there 

Mr. Kinpay. I know, but the procurement act delegates the author- 
ity to the head. 

Now, has he formally delegated his authority, as has the Secretary 
of the Army? 

Mr. Smart. No. 

Mr. Courtney. Not in the same form; no. 

Mr. Smart. The Assistant Secretary of the Army has made a clear 
delegation. The Assistant Secretary of the Navy (Material) has not. 

Mr. Vinson. He holds some of it in the power of the Secretary. 

Mr. Smart. He is still in the driver’s seat. 

Mr. Vinson. That is right. He is still boss. 

Mr. Courtney. I think you could sum it up in these words: The re- 
tention by the Chief of Naval Material is the business management 
supervision of the contracts that are intended to be let and handled 
within the bureaus. 

Mr. Vinson. In the Army, the whole authority was delegated. 

Mr. Courrney. That is right. 

Mr. Vinson. In the Navy, the Secretary retains certain authority, 
but does delegate certain authority. 

Mr. Courtney. That is right. 

Mr. Vinson. To the Assistant Secretary. 

Mr. Kitpay. Well, it may all be all right, but there is a very basic 
difference here. 

You see, under the old organization of the War Department, the 
Under Secretary was the procurement agency. So that there it was 
consolidated in the civilian side. 

In the Army, although procurement has been in the civil side 
rather than the military side of the Department, we find that the Sec- 
retary has delegated his entire authority. ; 

I say that may be all right, but it is an entirely different concept. 
Previously, the concept was that procurement was a civilian function. 
Now, by delegation in the Army, it has become a military function. 
(See app. 3 for Navy statement.) 

Mr. Vinson. All right, go ahead, now, and read these things. 

You see, we procure in the Navy Department by what is known as 
the bureau system. And these are the jurisdictions of the different— 
seven bureaus to make the procurement, 

Now, read them out. 
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Mr. Courtney (reading) : 


Bureau of Naval Weapons: Procurement of all Navy and Marine Corps air- 
craft, rockets, guided missiles, and naval ordnance, including major components 
and equipment and services related to their maintenance and repair and related 
research and development. This Bureau was established on December 1, 1959, 
through a merger of the former Bureaus of Aeronautics and Ordnance. 

Bureau of Ships: Procurement of navel vessels of all types, including hulls, 
components, machinery, and all major electronic equipment except specialized 
air and fire-control electronic equipment; for research and development on such 
items; and for materials and appliances connected with chemical and biological 
warfare defense. It also procures all vessels and water craft needed by the 
Army and Air Force and makes ship repair contracts with private shipyards. 

Bureau of Yards and Docks: Procurement of services and materials related 
to public works, including construction and repairs at shore activities, public 
utilities, and transportation not otherwise assigned. The Bureau also serves 
as a construction agency for the Air Force. 


Mr. Bray. Just a minute there 

Mr. Courtney. Not exclusively, I might add. 

Mr. Bray. No. That is what I was going to say; that is, if the con- 
struction is delegated to the Navy there, then they act. If it is 
delegated to the Army, the Corps of Engineers acts. 

Mr. Vinson. That is right. 

Mr. Courtney. That is right. 

Mr. Smarr. Either way. 

Mr. Vinson. All right, proceed. 

Mr. Courtney. “Marine Corps”—which is treated as a separate 
bureau. [Reading:] 


Procurement of all equipment, supplies, and services required by the Marine 
Corps, procurement responsibility for which has not been specifically assigned 
elsewhere. 

Office of Naval Research: Procurement of basic research of a general nature, 
procurement for the design and development of training devices and aids, and 
the procurement of special research projects which augment those being con- 
ducted by the various technical bureaus. 

Bureau of Naval Personnel: Procurement of services and materials incident 
to the recruiting, training, and welfare of naval personnel. 

Bureau of Supplies and Accounts: Manages the Navy’s field purchasing 
organization, which procures all of the replacement spares and parts, and 
associated consumables for the major prime items of equipment purchased by 
the technical bureaus as described above. 

Additionally, it procures general-purpose and common-use items not assigned 
to one of the Defense Department’s coordinating procurement offices, and perform 
the local purchasing at all of the Navy’s field activities such as Navy purchasing 
offices, naval stations, naval air stations, naval supply depots, and naval ship- 
yards. Also operating under the Bureau of Supplies and Accounts are two 
single manager agencies: the Military Medical Supply Agency and the Military 
Petroleum Supply Agency. 

The Navy also has the single manager responsibility for worldwide military 
sea transportation of passengers and cargo. The Military Sea Transportation 
Service is the operating agency for this single managership, and, with respect 
to procurement, is responsible to the Assistant Secretary of the Navy (Material). 


Mr. Vinson. Now you will see, under the next column, the single de- 
partment procurement. 

Now, of the various single procurement for the joint departments— 
they are listed down there. 

Mr. Courtney.. Fourteen items. 

Mr. Vinson. Fourteen items. 1 

Now, then, the Army had no plant cognizance procurement assign- 
ments, but the Navy does. 
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Both the Navy and Air Force have a great responsibility. And 
here is a list of the plant cognizance procurement assignments. 

Now, here are the plants that the Navy has jurisdiction and control 
over. 

And the same thing on single management procurement. 

And the GSA does the same purchasing. 

Now, take the Air Force. 

This is very important, and entirely different from the other two, 
because they concentrate more in their purchases than the Army or 
the Navy. They have a central purchasing agency that does nearly 
all of their procurement. 

Now, go ahead. You start off with “* * * Chief of Staff” and 
“Deputy Chief of Staff, Materiel.” 

You pick up there. 

Mr. Courtney. “In the Air Force”—— 

Mr. Vinson. “The Assistant Secretary of the Air Force (Mate- 
riel”—start there. 

Mr. Courtney. In the Air Force, the delegation is through a mate- 
riel secretary, to the Deputy Chief of Staff, Materiel, and thereafter 
is, distributed through the Commander, Air Materiel Command, and 
four other agencies. 

Mr. Vinson. Go ahead. 

Mr. Courtney (reading) : 

In the Air Force, procurement authority has been delegated by the Assistant 
Secretary of the Air Force (Materiel) through the Chief of Staff and Deputy 
Chief of Staff, Materiel, to the Air Materiel Command (AMC). AMC is re- 
sponsible for the Air Force’s central buying program, which is its major buying 
function and accounts for all except the procurement of research and develop- 
ment and local base procurement. 

The actual purchasing is performed for AMC within the Zone of the Interior 
by the Aeronautical Systems Center, the Ballistic Missile Center, the Electronic 
System Center, nine separate air materiel areas, and two depots. Oversea pro- 
curement for AMC is accomplished by two air materiel forces: one in Europe 
and one in the Pacific. 

Now, on the left margin you will find the location of those centers, 
as described in this paragraph. 


The procurement responsibilities of the centers, air materiel areas, and the 
depots are as follows— 


and they are listed. 


The Aeronautical System Center procures all manned aircraft weapon systems 
and aerodynamic nonballistic missile systems including major items of equip- 
ment such as engines, airborne electronic gear, fire-control systems, bomb and 
navigational systems, and support equipment for specific weapons. 

The Ballistic Missiles Center— 


which is Inglewood, Calif.— 


procures ballistic missiles, their guidance systems, nose cones, powerplants, and 
Specialized ground-support equipment. 
The Electronic System Center — 


which is Bedford, Mass.— 


procures integrated warning and control systems for air defense and the auto- 
matic electronic data processing equipment which uses the intelligence provided 
from the warning radar. 

Rach of the air materiel areas— 


and they are listed below, nine in number, on the left, under AMA— 
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procures or arranges the support of the specific aircraft, guided missiles, ballistic 
missiles, and control and warning systems for which it has been assigned as the 
logistic support manager. This support includes procurement of replacement 
parts, operational support, and necessary maintenance, repair, or modification. 
In addition, the Rome air materiel area also procures the electronic systems for 
communication and control of flying operations. 

The depots procure general support equipment such ag refuelers, crash-fire 
trucks, snow-removal vehicles, and radio and radar tubes. 

Procurement of research and development in the Air Force is primarily the 
responsibility of the Air Research and Development Command (ARDC). ARDC 
procures basic and applied research, as well as some equipment prototypes. It 
has nine purchasing officers which are responsible for the procurement of many 
types of research ; they also procure limited development associated with specific 
“hardware” projects. It also has a 10th purchasing office which is the Air Force 
Office of Scientific Research. 

The Air Force also has the single manager responsibility for worldwide mili- 
tary air transportation, both cargo and passenger. The Military Air Transport 
Service (MATS) is the operating agency for this single managership and, or- 
ganizationally, is assigned directly to the Chief of Staff of the Air Force. 

Base procurement in the Air Force is accomplished at individual Air Force 
bases of all Air Force commands, throughout the world. 

Mr. Vinson. Now, members of the committee, you will see the next 
column relates to the single department posse and the single 
department procurement assignment. There is what the Air Force 
procures for the other services. — 

Now, then, you will see the responsibility, under (b), plant cogni- 
zance procurement assignments. 

Now, these are the plants that the Air Force has supervision over 
and deals with and has connection with. 

And of course the General Services Administration does the same 
thing in procurement in there that it does with the other branches of 
the service. ’ : 

Now, that brings me down to page—if you will turn to my statement 
now ? 

I will deal with that briefly on page 13. 

Now, you see, we first pointed out the authority to make contracts, 
and who makes the contracts. ‘ 

Now I am going to deal with the question of the type of contracts. 

Now we come to the type of contracts, on page 6 of the chart. 

I offer for the record a tabulation by method of compensation of 
the classes or types of contracts. ; 
(The material referred to follows :) 
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TYPES OF CONTRACTS CLASSIFIELD BY METHOD OF 
COMPENSATION 


(% of dollars and % of actions—fiscal 1959) 


Fixep Price Tyre Contracts: 


1, Firm Fiwed-Price.—for a specified item for a specific price not sub- 
ject to price adjustment. Use: Always in formal advertised, but may be used 
rs  eseeaal accounts for 32.8% of dollars and 72.4% of actions (over 

10,000) . 

2. Fiwed Price-Redeterminable.—provides for price to be redetermined on 
basis of actual cost at certain times during production of the items. Use: 
when sufficient price information not initially available. In FY 1959, ac- 
counted for 4.7% of dollars and 3.6% of actions. 

3. Fiwed Price-Incentive.—Initial negotiation of a target (a) cost, (b) 
profit, (c) ceiling price and (d) final profit formula which aes contractor to 
retain decrease in target costs (usually in range of 10% to 20%), and less 
profit if performance costs exceeds target cost; accounts for 15.3% of dollars 
and 5.4% of actions. 

4, Fiwed-Price With Escalation’—upward or downward revision of con- 
tract price upon actual occurrence of specified contingencies (e.g., labor or 
material increases or decreases). Accounts for 6.3% of the dollars and 3.2% 
of actions resulted from this type contract. Can be used in formally adver- 
tised contracts. 


Cost-REIMBURSEMENT TYPE CoNTRACTS: 


Reimbursement of allowable cost of performance determined by ASPR 
Section XV (cost principles) and other terms of the contract. 

These contracts are subdivided as follows: 

1. No Fee.— 


(a) Cost Contract.—reimbursement of all allowable costs (ASPR 
Section XV) and the specific terms of the contract. Contractor receives 
no fee. (Used principally for research and development work with edu- 
cational and other non-profit institutions.) Accounts (with b) for 3% 
of dollars and 3.6% of actions. 

(b) Cost-Sharing Contract.—reimbursement of a portion of allowable 
costs (ASPR Section XV). Contractor receives no fee. (This type of 
contract recognizes that the contractor sometimes benefits substantially 
[apart from profit] by performing a Government contract.) Statistics 
merged with (a) above. 


*Only types of contracts which can be used in formally advertised procurements. 
However, may also be used in negotiated contracts. 
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2. Fiwed-Fee Contract.—contractor receives a stated fee and in addition 
allowable costs as governed by ASPR Section XV, whether actual costs are 
greater or less than the estimated fee. 

(10 U.S.C. 2306(d) ), limits fees to 15% for experimental, developmental 
or research work, 6% for architectural or engineering services, and 10% for 
any others. Note: ASPR requires Secretarial approval for fee for experi- 
mental, developmental or research work in excess of 10% and for any other 
type (other than for architectural or engineering services) in excess of 7 
percent. Accounts for 34.8% of the dollars and 10.2% of actions. 

3. Incentive-Fee Contract.—negotiated target (a) cost, (b) fee, and (c) 
fee adjustment formula, with minimum and maximum limits, for an increase 
in fee above target fee when total allowable costs are less than target costs and, 
conversely, a decrease below target fee when the total allowable costs are more 
than target costs. (Has been used in aircraft and missile programs). Ac- 
counts for 3.2% of the dollars and 0.5% of the actions. 

4. Time and Materials —payment for direct labor hours at fixed rates and 
materials at cost. (Used in repair, maintenance and emergencies). Accounts 
for 0.8% of dollars and 0.9% of actions. 

5. Labor-Hour Contract.—contractor furnished labor only; accounts for 
0.1% of the dollars and 0.2% of actions. 


SpecraL-INCENTIVE CONTRACTS: 


(a) Performance-Incentive Type Contract.—has pricing formulas of in- 
centive or cost-plus-incentive types. The objective is better performance; 
includes delivery, capability, serviceability of article. Incentive is applied 
to desired performance rather than mandatory performance. Use: complex 
weapons = sh goals or potentialities for improved performance are para- 
mount. This is a new type of contract. No statistics are available. 

(b) Value Engineering Incentives.—used where contractor maintains 4 
staff devoted to cost reduction; contractor receives stated percentage of any 
savings resulting therefrom. Value engineering assures every element of cost 
ring, fey material, and supplies) ; contributes to functioning of item. New 
type of contract. Statistics not available. 
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Mr. Vinson. Mr. Courtney, I think we will stop right there and 
let’s turn to page 6 of the chart and read out now. s is all the types 
of contracts that are made by the Department. 

Then I want to call attention to two types of contracts, 

Now, when we get into this hearing, we will talk about this type of 
contract and that type of contract, but here are, in general terms, the 
different types of contracts. 

Now go ahead and read them off. First—— : 

Mr. Courtney. First is the firm fixed-price contract for a specific 
item—this is a thumbnail sketch—for a specific price not subject to 
price adjustment. 

Use: Always in formal advertised, but may be used in negotiations; accounts 
for 32.8 percent of dollars and 72.4 percent of actions (over $10,000). 

“2, FIxED PRICE-REDETERMINABLE.—Provides for price to be redetermined on 
basis of actual cost at certain times during production of the items. Use: when 
sufficient price information not initially available. In fiscal year 1959, ac- 
counted for 4.7 percent of dollars and 3.6 percent of actions. 

Mr. Bares. This includes construction, John? 

Mr. Courtney. There are no fixed-price redeterminable contracts 
there. 

Mr. Bates. I mean—— 

Mr. Courtney. The fixed-price. 

Mr. Huppteston. As to the figures. ; 

Mr. Courtney. Yes, sir, that accounts for the lopsided figure. It 
includes the construction program. 

Mr. Bares. All right. ; ; j 

Mr. Courtney. I say lopsided. I am dealing with construction 
versus the negotiated contract for supplies, generally. 

3. Frxep Price-INCENTIVE.—Initial negotiation of a target (a) cost, (b) profit, 
(c) ceiling price and (d) final profit formula which allows contractor to retain 
decrease in target costs (usually in range of 10 percent to 20 percent), and less 
profit if performance costs exceeds target cost; accounts for 15.3 percent of 
dollars and 5.4 percent of actions. 


These are the large contracts. 


4. Fixep-Prick WiTH EscaLatTion.—Upward or downward revision of contract 
price upon actual occurrence of specified contingencies (e.g., labor or material 
increases or decreases). Accounts for 6.3 percent of the dollars and 3.2 percent 
of actions resulted from this type contract. Can be used in formally advertised 
contracts. 

In other words, it is possible to bid against these contingencies be- 
cause these are specific. 

Now, as to the cost reimbursement type contract. Keep in mind 
that the act forbids cost-plus contracts. 
ee of allowable cost of performance determined by ASPR section 

_ 
cost principles, which are in your book, and other terms of the con- 
tract—— 

These contracts are subdivided as follows: 
No Fre.— 


(a) Cost contract.—Reimbursement of all allowable costs (ASPR section 
XV) and the specific terms of the contract. 
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That is, specific items of cost. 


Contractor receives no fee. (Used principally for research and development. 
work with educational and other nonprofit institutions. Accounts (with (b)) 
for 3 percent of dollars and 3.6 percent of actions. 


Now (0) is the cost-sharing contract. And they have not broken. 
down the figures between them. ) 


Reimbursement of a portion of allowable costs (ASPR section XV). Con- 
tractor receives no fee. 


The fee remains the same. 


(This type of contract recognizes that the contractor sometimes benefits substan- 
tially [apart from profit] by performing a Government contract.) Statistics 
merged with (a) above. 


2. Fixep-Fre Conrract.—Contractor receives a stated fee and in addition 
allowable costs as governed by ASPR section XV, whether actual costs are 
greater or less than the estimated fee. 

It limits the fees. 


Now, this is the Armed Services Procurement Act which you have 
talked about. 


(10 U.S.C. 2306(d)) limits fees to 15 percent for experimental, developmental 
or research work, 6 percent for architectural or engineering services, and 10 per- 
cent for any others. Note: ASPR requires Secretarial approval for fee for 
experimental, developmental or research work in excess of 10 percent and for any 
other type (other than for architectural or engineering services) in excess of 7 
percent. Accounts for 34.3 percent of the dollars and 10.2 percent of actions. 


The explanation of that is that in the market it has been found that 
the fees, that is, these contracts, are taken at less than the maximum 
fee prescribed in the statute. And to go above this 10 percent, instead 


of the 15 percent prescribed in the statute, the Secretary must himself 
take the action. 


3. INCENTIVE-FEE ConTRAcT.—Negotiated target (a) cost, (b) fee, and (c) fee 
adjustment formula, with minimum and maximum limits, for an increase in fee 
above target fee when total allowable costs are less than target costs and, con- 
versely, a decrease below target fee when the total allowable costs are more 
than target costs. (Has been used in aircraft and missile programs.) Accounts 
for 3.2 percent of the dollars and 0.5 percent of the actions. ; 

The next item is “Time and Materials,” which is almost self-explan- 
atory. 

And the next is the “Labor-Hour Contract,” covering only the labor 
furnished by the contractor. 

Mr. Vinson. How about special incentive contracts ? 

Mr. Courtney. Sir? 

Mr. Vinson. Special incentive contracts. 

Mr. Courtney. Yes, sir. 

Lazsor-Hour Contract.—Contractor furnished labor only; accounts for 0.1 
percent of the dollars and 0.2 percent of actions. 

Now, under the Special-Incentive Contracts: 

“(a) Performance-Incentive Type.” In other words, it means 
that you use exactly what you use for the cost-plus incentive. 

The objective is better performance and not cost—I interpolated 
that. It includes such objectives as delivery, rapid delivery, capabil- 
ity, serviceability of article. 

Incentive is applied to desired performance rather than mandatory per- 
formance. Use: Complex weapons where goals or potentialities for improved 


performance are paramount. This is a new type of contract. No statistics are ~ 
available. 






























































GAO No. Contractor Type of contract Amount of Date of report Product or ser 
contract 
B-118755....-_- Western Electric Co. (Telecom- | Firm fixed price_-_..._-_--- $17, 500,000 | Mar. 31, 1960 | Gyroscopes- -----. 
puting Corp. subcontractor). 
B-133247_____- Northwestern Aeronautical Co_--|_.--- (ee ane ae 438,753 | Feb. 29, 1960 | Overhaul of aircraf 
GAO No. Contractor Type of contract Amount of Date of report Product or ser 
contract 
B-132963__.__- Westinghouse Electric Co_-.---- Negotiated; price redeter- | $14, 828,600 | Apr. 17,1959 | Development and 
minable. tion of airborn 
control and fir 
electronic equipr 
B-132936__-_--- McDonnell Aircraft Corp- ------ Negotiated; changed to firm 76, 518,000 | Jan. 20,1959 | F3H airplanes a1 
fixed price. agreement. 
B—132995_____- Phileo Corp. (Librascope, Inc., | Negotiated; price redeter- 17, 098, 089 | Apr. 21, 1959 | Control equipment 
and Control Instrument Co., minable. lated parts. 
Inc., subcontractors). 
B-133131__._-- Ne ee me ee Negotiated; firm fixed price 5, 000, 000 | Mar. 17,1959 | MX~-1295 periscop 
and incentive target price. 
55096—60 (Face p. 63) 
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Department of the Army 
oduct or service Overcharge Manner of overpricing GAO recommendations 
ME oceRae< Unknown | Prices accepted without obtaining information | Specific instructions should be issued for the 
on recent cost experience or other evidence exercise of closer control over contractors pricing 
of reasonableness. practices with subcontractors. 
ul of aircraft engines $125, 000 | Firm fixed-price contract negotiated when | The Army should take steps to obtain appropriate 
amount of materials and parts to be used not adjustment in the price of this contract and 
known and costs could not be estimated with should rectify obviously inadequate procedures. 
reasonable accuracy. 
Department of the Navy 
oduct or service Overcharge Manner of overpricing GAO recommendations 
pment and produc- $933, 463 | Price renegotiated on basis of cost data through | Until uniform revised price-redetermination clauses 
of airborne flight redetermination point of 40 percent of produc- are included in contracts, Navy should require 
ol and fire-control tion although contract completed and all costs contracting officers to make every effort to ob- 
‘onic equipment. known to contractor. tain, on voluntary basis from contractors, latest 
6 available cost data during negotiations of con- 
tract prices. 
irplanes and lease 6, 000, 000 | Navy contracting officials utilized, without ade- | Contracting officials should be certain they have 
ment. quate evaluation or verification, cost data accurate and up-to-date cost data when making 
which included duplicate costs and costs not determinations. Lease and insurance agree- 
applicable to the contract. ments should be revised. 
| equipment and re- 1, 400, 000 | Refund unduly delayed_--------------------- DOD Directive 4105.7 which limits the aggregate 
parts. total payments to prime contractors on price- 
revision-type and _ incentive-type contracts 
should be amended so it will also apply to sim- 
ilar types of subcontracts. Navy should 
emphasize to contracting officials the need for 
a closer review of subcontract negotiations. 
195 periscopes- ------ 738, 788 | Price negotiated before sufficient cost and pro- | The Navy should consider issuing additional 
duction experience was available. guidance to contracting officials, emphasizing 
12, 675 | Expenses incurred in connection with exhibition the importance of selecting the type of contract 








of a commercial product were charged to the 
Government. 





pricing clauses most appropriate for the cir- 
cumstances of each procurement. 
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As should be issued for the 
control over contractors pricing 
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Western Electric: Early orders were subject to 
audit. After cost data was obtained, fixed price 
contracts were let. Subsequent efforts to ob- 
tain cost data from subcontractor negative. 

Telecomputing Corp.: Because of available past 
history of cost experience study and the exist- 
ence of competition, subcontractor did not feel 
obligated to reduce its charges. 

The contracting officer didn’t inquire as to the 
basis for the price proposals for materials and 
parts. 
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Contractors comments 















price-redetermination clauses 
contracts, Navy should require 
rs to make every effort to ob- 
ry basis from contractors, latest 
ata during negotiations of con- 


ls should be certain they have 
to-date cost data when making 
insurance agree- 


05.7 which limits the aggregate 
to prime contractors on price- 
nd incentive-type contracts 
ded so it will also apply to sim- 
subcontracts. Navy should 
ntracting officials the need for 
f subcontract negotiations. 
consider issuing additional 
mtracting officials, emphasizing 
of selecting the type of contract 
most appropriate for the cir- 
ach procurement. 





To consider cost data beyond the redetermination 
date operates only to the benefit of the Govern- 
ment since the contractor could be held to the 
price proposed based on the cutoff point. 


Contractor alleges he did not misrepresent cost 
data furnished at request of Navy as he did not 
know contract change was contemplated. Also 
alleges, other work of contractor should be con- 
sidered in arriving at final price. 


Contractor alleged that the delay in refunding to 
the Government was due to change in contract 
administration within the Government, as well 
as to inadequacy of contractor to handle unex- 
pectedly heavy workload in administering 
price-redeterminable subcontracts. 


Contractor alleged that (1) use of a different 
design and manufacturing approach delayed 
determination of savings; (2) prices reduced as 
soon as cost trend clear; (3) final cost reduction 
results stimulated by receipt of incentive-type 
contract. 














Army comments Recoveries 





t to | It is policy to utilize fixed-price contracts follow- | Not reported. 
orice ing completion of 1 or more price-redeterminable 
ob- contracts, which establish knowledge of costs, 
to provide incentive. Under fixed-price con- 
past tracts, Army has no legal right to audit sub- 














xist- contractors books. 
feel 
the | It is agreed that the use of a fixed-price contract Do. 
and without adequate factual information was in- 
appropriate. 
Navy comments Recoveries 





tion | Following GAO report, Navy representatives met | Not reported. 
ern- with the contractor and agreed to future pro- 
. the cedures for obtaining of up-to-date cost data for 
price redeterminations. 


cost | Navy auditor to review final termination settle- | Reduction of $3,000,- 


| not ment proposal and make appropriate recommen- 000 in contract 

Also dations. Navy has taken action to emphasize price offered by the 

con- to its contracting and audit personnel the need contractor. As of 
for proper evaluation of cost data. Dec. 1, 1958, not 

' accepted. 

g to | Navy recognizes importance of promptness in | Refund of $1,400,000 

ract such matters but considers its written instruc- made on Mar. 25, 

well tions to be adequate. 

nex- 

ring 


rent | Occasionally, contracts awarded in the past. have 
ayed not been the most appropriate type for the pro- 


d as curement, but proper selection of contracts is 
stion now better understood. Corrective adjustment 
type to be made on charges for exhibition of com- 


mercial products. 























PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 63 


(b) VALUE ENGINEERING INCENTIVES.—Used where contractor maintains a 
staff devoted to cost reduction; contractor receives stated percentage of any 
savings resulting therefrom. Value engineering assures every element of cost 
(eg., labor, material, and supplies) ; contributes to functioning of item. New 
type of contract. Statistics not available. 

Mr. Lanxrorp. M . Chairman, may I ask a question at that point ? 

Mr. Vinson. Yes, sir. 

Mr. Lanxrorp. On page 10 of the chairman’s statement you men- 
tioned an open-end contract. I don’t quite know what that is. 

Mr. Courtney. Well, those are contracts for supplies of usual house- 
keeping items, in which a supplier, for example, of light bulbs, will 
agree to furnish what is required at stated times at a stated price. 

Mr. Vinson. Now, members of the committee, it is highly important 
to get in your minds the types of contracts that will be discussed 
and the types of contracts that are entered into. 

Now, let’s analyze them just briefly. If you will follow me on 
page 13. 

Mr. Bates. Of your statement? 

Mr. Vinson. My statement, yes. The third paragraph. 

There are other methods of tabulating contracts and perhaps other 
names which could be applied, but this is a means of identification. 
On this tabulation I have given the number of contracts entered into 
above $10,000 and the amount of defense dollars spent, by contract 
of these several categories. 

Now, listen to this: 

No, 1, the firm-fixed-price contract, and No. 4, the fixed-price-with- 
escalator clause, are the only two types by compensation, which are 
or can be used in formal advertised sealed bidding. But they may 
also be used in negotiated contracting. Nothing interferes with such 


use. 

Nos. 2 and 3, the fixed-price-rede‘erminable contract and the fixed- 
price-incentive contract are the two most widely discussed methods of 
compensation and, as to these, I propose special consideration. 

Well, I better read it. So we can follow it. This is very important, 
because this is where the great fuss is coming, and everything. 

At the bottom of page 13: 

I would think that the others, from the thumbnail sketches I have 
given you for the record are, to sorne extent, self-explanatory. AlI- 
though we will go into detail when we are hearing from the depart- 
ment witnesses on their experiences in executing the policies which 
they have established, this is a part of our mandate. 

Coming back to the fixed-price-redeterminable contract, the type 
of contract used by the contracting officer is a matter of selection in 
which there is wide latitude and flexibility. Since, therefore, we are 
addressing ourselves to cost, profit, and price based upon experience 
in practice with the use of various types of contracts, I now want to 
introduce some of the observations made by the Comptroller General 
m reviewing, as he does by law, the procurement activities of the sev- 
eral services; and I now offer for the record a tabulation and condensa- 
tion or a digest of his reports to Congress, beginning on page 11. 

(The material referred to foilows:) 
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B-132942. Summary of report on 12 selected Navy contracts and 
subcontracts for the period May 1958 through July 1959 (date 
of report, July 14, 1959) covering the procurement of airplanes 
and related equipment, equipment for naval vessels, and rental 
agreements for use of Government-owned facilities by contrac- 
tors holding defense contracts 


Contract prices excessive in relation to actual costs incurred under the contracts 
being priced 


Price under price-redeterminable contracts and final prices under incentive 
price contracts were based on cost estimates which were excessive by about 
$4.8 million because contracting officials, in negotiating prices, accepted cost 
data that were excessive in relation to actual costs which had been incurred 
under the contracts being priced, or which included duplicate costs of costs 
not related to the contract. 

Westinghouse Electric Corp., Air Arm Division (B-132963). (See above.) 

McDonnell Aircraft Corp. (B-1329386). (See above.) 

Librascope, Inc. (B-138131). (See above.) 

Collins Radio Co. (B-125016). The proposal for final pricing of con- 
tract included, through clerical error, costs of $20,000 for tooling pur- 
chased for use on another contract. 

Philco Corp. (B-132995). The price of a subcontract redetermined by 
Philco as prime contractor included allowances for costs which, for the 
most part, the subcontractor had agreed should not be charged. This 
resulted in excessive cost to the Government amounting to about $29,000 
under its prime contract with Philco. 


Contract prices unreasonably high in relation to prior cost experience and 
expected production efficiencies 


Cost estimates, used as a basis for negotiating prices for firm fixed-price 
and incentive-price contracts, were unreasonably high by about $7.4 million 
because contractors, in preparing these cost estimates, did not give sufficient 
consideration to prior cost experience and to production efficiencies nor did the 
Navy obtain this information or analyze and evaluate the contractors’ cost 
estimates in the light of available cost and production experience. Prices 
based on these unreasonably high cost estimates, resulted in additional cost 
to the Government of about $5.3 million. 

Aircraft Radio Corp. (B-133174) 

In negotiating spare parts amendments to an existing contract, the Navy and 
the contractor did not give consideration to cost reductions which could rea- 
sonably be expected to result from combining the production of spare parts 
with production of the same items as components and spare parts, under an- 
other contract awarded over 2 months earlier. In the production of the spare 
parts, the contractor took advantage of large-volume production but the savings 
realized therefrom were not passed on to the Government. On the basis of 
our examination, which was limited to about 30 percent of the contract price, 
we estimate that unnecessary cost to the Government amounted to about $75,000. 


Chance Vought Aircraft, Inc. (B—118778) 


The target price negotiated for contract NOas 54-319-i included certain labor 
and related overhead costs which were excessive by about $1,200,000, and under 
the incentive provisions of the contract these excessive costs resulted in addi- 
tional cost to the Government of about $474,000. Current cost data for the 
contract, available at the time the target price was negotiated, indicated that 
the estimate included in the contractor’s price proposal and used in target pric- 
ing would be underrun by about 241,000 labor hours, or about 9.5 percent of the 
total labor hours accepted in the target price established. 


Collins Radio Co. (B-125016) 


The target price of $11.8 million negotiated for contract NOas 51-1155 included 
an overstatement of target cost in the amount of about $750,000 for a major sub- 
contracted item, a mechanical drive assembly. Under provisions for the final 
pricing of the contract, this overstatement would result in excess cost to the 
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Government of about $157,500. The estimated costs included in the target price 
proposals were accepted by the Navy without independent review and evaluation. 
Amore thorough evaluation of Collins’ estimate of subcontract costs would have 
shown that the subcontractor had substantially reduced its prices for items fur- 
nished under a predecessor contract and that a similar reduction under contract 
NOas 51-1155 was to be expected. 

General Motors Corp., Cleveland Diesel Engine Division (B-133007) 

Contract prices of about $32.7 million, which were substantially higher than 
were reasonable in the light of the contractor’s cost experience, were negotia 
under five firm fixed-price follow-on contracts for diesel engines and generator 
sets because contracting officials, in negotiating, failed to give adequate con- 
sideration to costs incurred by the contractor under three preceding price-re- 
determinable contracts. Higher projected costs were accepted without detailed 
explanation for estimated cost increases of $928,621 over prior production ex- 
perience. In recognition of the fact that profits on the follow-on contracts ex- 
ceeded those anticipated, the contractor on November 22, 1957, offered a refund 
of $690,000 which was accepted by the Navy in June 1958. 


High profit allowance negotiated in relation to contractor’s responsibility, risk, 
and effort 


In negotiating contract prices, the Navy allowed a contractor the same rate 
of profit on major subcontracted items as on production in its own plant even 
though the contractor would have less responsibility and risk and contribute 
less effort on the subcontracted work than on work performed in its own plant. 
On major subcontracts for about $19.5 million, the contractor was allowed a 
profit of about $2.2 million. 

General Motors Corp., Cleveland Diesel Engine Division (B-133007) 

In negotiating prices of firm fixed-price prime contracts, the Navy allowed 
the contractor the same rate of profit, which amounted to $2.2 million on sub- 
contracted generators and related electrical equipment totaling about $19.5 mil- 
lion, as on the portion of the items to be manufactured in its own plant. We 
believe that a lower rate should have been negotiated in recognition that the 
contractor would have less responsibiltty and risk and contribute less effort than 
on work performed in its own plant. 


Unreasonably high prices proposed by sole source producer accepted without 
price or cost analysis | 


Unreasouably high prices totaling about $749,000 for a proprietary item were 
proposed by a subcontractor and were accepted by a Navy prime contractor with- 
out price or cost analysis or comparison with the subcontractor’s prior cost 
experience even though there was no competition. The subcontractor incurred 
actual costs of about $312,000 on these subcontracts and realized about 140 per- 
cent profit on cost. 


Lambert Engineering Co. (B-132942) 

Unreasonably high subcontract prices proposed by Lambert Deteein Co., 
a sole source of supply for photoflash cartridge ejectors, were accepted by the 
Navy prime contractor without a price or cost analysis or comparison with the 
subcontractor’s cost experience even though there was no competition for the 
item. The lack of close pricing was evidenced by the fact that Lambert’s costs 
amounted to only about $312,000 on sales of about $749,000 to the Navy prime 
contractor during a 2-year period. — 


Excessive prices due to use of inappropriate contract forms 


The use of firm fixed-price and: incentive-price contracts and subcontracts by 
the Navy and its prime contractors, before adequate cost and production ex- 
perience was available to estimate future production costs with reasonable 
accuracy and where there was no competition, resulted in the negotiation of 
excessive prices. In these instances prices of about $2.1 million were negotiated, 
as compared with actual costs of about $1.4 million subsequently incurred under 
the contracts. 


The Electric Products Co. (B-133210) 


The Navy accepted, without substantial change, the contractor’s proposal and 
awarded a firm fixed-price contract although it would have been more appro- 
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priate, under the circumstances which existed in this case, to have used another 
type of contract providing for establishing a price after sufficient experience had 
been attained and the contract item more clearly defined. Firm drawings and 
specifications, effective competition, and prior experience, the prerequisites for 
negotiating a firm fixed price, were not available for a proper evaluation of the 
proposal, and thus the Navy had no assurance that the contract price was rea- 
sonable. In performing this contract, the price of which was about $250,000, 
the contractor incurred costs of only about $145,000. 


Librascope, Inc. (B-133131) 


Librascope was awarded a firm fixed-price prime contract, two fixed-price 
subcontracts, and an incentive-type prime contractor for a newly developed 
periscope before adequate cost and production experience was available. Con- 
sequently, the cost estimates on which the contract prices were based were in- 
accurate, with the result that the firm fixed prices of the prime contract and the 
subcontracts, and to a lesser degree the final price of the incentive-type contract, 
were unreasonably high. These contracts covered the production of 56 peri- 
scopes at prices totaling $1,893,253. The negotiation of a more suitable type of 
contract in these instances should have resulted in substantial savings to the 
Government since Librascope incurred costs of only $1,270,721 on these con- 
tracts and realized a profit of about 49 percent of costs. 


Interest-free use of substantial amounts ty Government funds for an extended 
peri 


A prime contractor and two of his subcontractors were allowed interest-free 
use of Government funds for an extended period. 


Philco Corp. (B-132995) 

Refunds of about $1.4 million due to the Government as a result of subcontract 
price reductions, the extent of which were known to Philco in February 1955 
when the subcontractors submitted their price proposals, were not made until 
March 25, 1958, after the repricing negotiations with the Navy were concluded. 
During this period of about 3 years Philco and the subcontractors had interest- 
free use of these Goveriment funds. 


Deficiencies in the treatment of rent and insurance on Government-owned 
facilities 


The Government lost revenue or incurred unnecessary cost of about $478,000 
because of (1) failure to collect rent properly due the Government from a 
prime contractor for use of Government-owned facilities in producing items for 
sale to commercial customers, (2) requiring contractors to carry insurance on 
Govenment-owned facilities used substantially or exclusively on Government 
work, the prices of which included the cost of the insurance, and (3) allowing 
contractors a profit on rental payments to the Navy and insurance required by 
the Navy for Government-owned facilities used almost exclusively on Govern- 
ment work. 

Bell Helicopter Corp. (B-118726) 

The contractor had paid no rental for the use of Government-owned facilities 
in its commercial production even though the facilities had been used for about 
4 years and the contract with the Navy provided for rental charges, if the com- 
mercial use of the facilties was substantial. 


McDonnell Aircraft Corp. (B-132936) 

The Navy’s practice of requiring the contractor to make rental payments for, 
and to carry incurance on, Government-owned facilities used exclusively in the 
performance of Government contracts has resulted in unnecessary cost to the 
Government of about $34,600, representing profit allowance on the rental pay- 
ments and insurance as well as the cost of the insurance coverage. 

Birdsboro Armorcast, Inc. (B-118762) 

Armorcast was charged rental by the Navy for the use of a Government-owned 
plant in production of tank hulls and turrets under Army Ordnance Corps price: 
redeterminable subcontracts. Armorcast and the prime contractor were allowed 
profits on the rental charges paid to the Navy by the subcontractor for the use 
of the Government-owned plant, which increased by about $184,600 the cost to 
the Government. 
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GAO No. Contractor Type of contract Amount of Date of report Product or service Overcharge 
contract 
B-118720--.... Northrop Corp-_--.------------- Cost-plus-incentive fee--_--- Not indicated | Jan. 29, 1960 | Missiles and aircraft_------ $473, 000 
B-133164..---- Fairchild Engine & Airplane Corp. | Negotiated, fixed-price in- $35, 477, 600 | Feb. 15,1960 | Wing and fin assemblies 1, 300, 004 
(subcontractor), Boeing Air- centive. (B-52). 
plane Co. (prime). 
50, 100 
B-118764___--- Studebaker-Packard Corp- ------ Negotiated; price-redeter- 82, 300,000 | Jan. 26,1960 | Aircraft engines. .__------- 1, 300, 004 
minable changed to price- 
incentive. 
B-133133..---- Northern Radio Co., Inc_------- Negotiated; firm-fixed price 2, 546,000 | Nov. 25,1959 | Teletype communication 543, 00 
(sole source). system components. 
B-133251...--- General Electric Co....--------- Negotiated; firm-fixed price_|_.......------ Dec. 31,1959 | Radar height finders_-_-_-_-- 329, 00¢ 
B-118663......| American Bosch Arma Corp. |----- a a ees 19, 528, 300 | Nov. 30,1959 | Fire control radar systems 3, 408, 80¢ 





(prime), General Electric Co. 
(subcontractor). 














and spare parts. 
















Department of the Ai 





Amount of 
contract 


Date of report 


Product or service 


Overcharge 


Manner of overpricing 








Not indicated 


$35, 477, 600 


82, 300, 000 


2, 546, 000 


19, 528, 300 





Jan. 29, 1960 


Feb. 15, 1960 


Jan. 26, 1960 


Nov. 25, 1959 


31, 1959 


Nov. 30, 1959 





Missiles and aircraft------- 


Wing and fin assemblies 
(B-52). 


Aircraft engines. -....----- 


Teletype communication 
system components. 


Radar height finders__---.-- 


Fire control radar systems 
and spare parts. 





$473, 000 


1, 300, 000 


50, 100 
1, 300, 000 


543, 000 


329, 000 


3, 408, 800 





Allowance of fixed fees to cover contract 
estimated cost of financing percentage 
predelivery costs in cost-plus-incentive 
contracts. This action cost the Governn 
more than had there been direct financ 


Use of estimated prices for component p 
which subcontractor knew or should | 
known or, based on past experience, shi 
have expected would be reduced by volunt: 
price reductions by the supplier. L 
received reductions and did not pass then 
to the Government. 

Certain cash refunds to subcontractor applie 
reduction of cost and retained as incentive pr 

Contract target price accepted by the Air F 
on basis of estimated costs of pilot line pro 
tion which were higher than costs of no! 
production. Contractor did not perforn 
accordance with the purpose and intent o 
proposed pilot line plan. This allowe 
target profit to be computed as a percentag 
excessive target costs. 


Air Force accepted labor cost estimates wit} 
making a review and comparison with rf 
cost experience. 


Use of estimated material costs in exces: 
amounts quoted to contractor by supplier 


Use of estimated costs in excess of costs kn 
to GE or which GE could reasonably ex 
to incur in performance. 





of the Air Force 





sing 


GAO recommendations 


Contractors’ comments 





er contractor’s 
percentage of 
us-incentive-fee 
he Government 
irect financing. 


mponent parts 
r should have 
erience, should 
d by voluntary- 
upplier. Later 
yt pass them on 


actor applied as 
incentive profit. 
y the Air Force 
ilot line produc- 
costs of normal 
not perform in 
ind intent of its 
his allowed a 
} a percentage of 


‘imates without 
ison with prior 


ts in excess of 
by suppliers. 


of costs known 
usonably expect 





Department of the Air Force should review allow- 
ances to contractors for financing expenses in 
light of estimated costs of direct ioeiien. 
Contracting officials should be required to 
justify additional costs to the Government in 
terms of benefits to be gained by the Govern- 
ment. 


Secretary of the Air Force should take action to 
recover full amount of cash refunds and price 
reductions received but not passed on to the 
Government, including the portion retained by 
the subcontractor as incentive profit. Air Force 
and DOD should issue necessary instruction so 
that the Government will get benefit of such 
items in future. 


Air Force should refer this to the Attorney General 
in view of doubts as to validity of demands. 
Air Force did not agree that such action is ap- 
propriate since (1) there is no dispute between 
contractor and contracting agency as to the 
amount of the final price, and, (2) the Air Force 
has not found that any misrepresentation on the 
part of the contractor occurred. Accordingly, 
on Jan. 28, 1959, GAO submitted its findings to 
the Attorney General. 


Air Force should take action to effect recovery. 
DOD should provide specific guidance for such 
instances. iT. 


Air Force personnel should place increased em- 
phasis on independent reviews of basis for con- 
tractors price proposals. 

These findings should be brought to attention of 
Air Force personnel to further emphasize need 
for thorough review of price proposals by prime 
contractors before negotiating subcontract 
prices. 





Did not believe it appropriate to comment re- 
garding the comparative cost of financing 
‘“* * * no contractor engaged in defense 
business has any choice but to follow policy 
directives and procurement regulations issued 
by the Department of Defense.” 


The fact that the final negotiated price was 
$1,000,000 less than previous revised proposal 
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price negotiations with Boeing.” Boeing (prime 
contractor) unaware of cash refunds received by 
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Contractor alleged that it adhered to the basic pro- 
visions of the pilot plan and that any modifica- 
tions of the concept thereof occurred with the 
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ment of the incentive participation in the savings 
in recognition of the fact that such savings are 
not attributable to increased efficiency. 


The contractor alleged that GAO findings did not 
recognize the contractor’s cost records had dis- 
crepancies in material, labor and engineering 
development costs attributable to human error. 

Contractor’s representative at negotiation meeting 
not aware of new price quotations. Refund of 
$320,000 offered. 

While it did not agree with all of the details of the 
GAO report, GE nevertheless made price reduc- 
tions in the amount of $3,408,800, which the 

rime contractor passed on to the Government. 
| reed has withheld. 
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B-132942. Summary of report on examination of 14 selected Air 
Force contracts and subcontracts for the 12-month period pre- 
ceding May 29, 1959 (date of report), covering the procurement 
of airplanes and airplane equipment from the following 
contractors 


1. McDonnell Aircraft Corp. (B-132936) 

Cost estimates, submitted by McDonnell Aircraft Corp., St. Louis, Mo., and 
used: in negotiating the target price of $102,460,000 for F-101A airplanes under 
contract AF 33(600)-23393, contained estimated subcontract costs for certain 
purchased equipment which were higher than maximum prices established by 
McDonnell with its suppliers before the target price negotiations. McDonnell’s 
proposal was based on prices of purchase orders issued under a preceding con- 
tract and in effect at the time the proposal was submitted. However, before 
the target price of contract AF 383(600)-—23393 was negotiated, McDonnell 
awarded purchase orders to its supplier at lower prices for items required under 
contract 23393. McDonnell did not furnish, and the Air Force did not obtain 
and consider, the information on the lower subcontract prices and, consequently, 
the target costs were excessive by about $5,193,000 and the Government will 
incur excessive costs of about $1,506,000 unless the contract price is adjusted. 
We have recommended to the Secretary of the Air Force that action be taken 
to obtain an appropriate adjustment with respect to the excessive costs included 
in the target price of contract AF 33 (600) -—23393. 


4. General Precision Laboratory, Inc. (B-133146) 

The target prices, totaling $22,547,285, for two incentive-type prime contracts 
for radar systems negotiated by the Air Force with General Precision Labora- 
tory, Inc., Pleasantville, N.Y., included overestimates of about $500,700 because 
of inadequate reviews by agency officials of the contractor’s estimated costs. 
Under the incentive provisions of the contracts, additional cost to the Govern- 
ment of $150,200 will result unless an adjustment is made. We have been ad- 
vised by the Air Force that equitable adjustments will be made when final prices 
are negotiated. 


7. Friden, Inc. (B-133145) 

Our review of two firm fixed-price prime contracts with Friden, Inc., San 
Leandro, Calif., disclosed that the prices, which totaled about $985,000 were 
excessive because agency contracting officials did not give adequate considera- 
tion to the contractor’s previous cost experience. As a result of our review, the 
price of one of the contracts was reduced $128,005 and a pending contract was 
awarded on a price-redeterminable basis. The firm price of $768,000 established 
for this contract in subsequent price-redetermination negotiations was about 
$446,200 lower than the price originally proposed by Friden. We believe that 
further savings might have been realized if Air Force contracting officials had 
given adequate consideration to available cost data in redetermining the price 
of this contract and had also exercised -their option to request a second price 
redetermination. 


10. Avtron Manufacturing, Inc. (B-133103) 


Firm fixed-price contracts and subcontracts, totaling about $693,000, were ne- 
gotiated by the Air Force and Air Force prime contractors, with Avtron Manu- 
facturing, Inc., Cleveland, Ohio, for airplane electrical control system testers 
without competition being obtained and before there was sufficient cost ex- 
perience to use as a base for negotiating prices. Further, certain of Avtron’s 
pricing proposals, which in some instances included estimates of costs clearly 
excessive in the light of cost data available at the time, were accepted without 
adequate review or analysis by the Air Force or its prime contractors. After 
we brought our findings to the attention of the contractor, Avtron voluntarily 
refunded $52,000 to the Air Force. 


2. Boeing Airplane Co. (procurement of spare parts) (B-118715) 

Proposed target prices for certain spare parts for B-52 airplanes, submitted 
by Boeing Airplane Co., Seattle, Wash., and accepted by the Air Force for con- 
tracts AF 33 (600)-22119 and 28223, contained estimated subcontract costs higher 
; than prices which had been established by Boeing with its subcontractors. Boe- 
ing did not disclose to the Air Force, and the Air Force did not obtain and 
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consider, information on the lower subcontract prices which was known to the 
contractor at the time the pricing proposals were submitted. As a result of 
using higher estimated subcontract costs for the spare parts, target costs total- 
ing about $72,700,000 were excessive by about $5,022,465. This amount was 
reduced to $4,326,900 after giving effect to adjustments of $695,565 made by 
Boeing subsequent to our inquiries. We estimate that excess cost to the Gov. 
ernment, after considering savings of $187,295 from the above adjustment, will 
amount to about $1,211,530 unless the prices are further adjusted. We have 
recommended to the Air Force that steps be taken to obtain appropriate adjust- 
ments from Boeing. 


5. The Cessna Aircraft Co. (B-133122) 

Firm fixed-price purchase orders totaling $6,324,970 were issued to the Cessna 
Aircraft Co., Wichita, Kans., by Boeing Airplane Co., Wichita, Kans., for 
production of stabilizer assemblies and related tooling for B-52 airplanes 
although Cessna had not previously produced such stabilizers and consequently 
was not in a position to prepare realistic cost estimates upon which to base its 
proposals. Since Cessna’s proposal was the lower of the two quotations re- 
quested and received by Boeing, Cessna received the award at the price it 
proposed. The price was 37 percent higher than the costs of $4,621,329 subse- 
quently incurred by Cessna in performing the contract. The use of firm-priced 
subcontracts was not appropriate, in our opinion, in view of the lack of experience 
in producing the stabilizers and the limited competition obtained by Boeing. A 
form of flexible pricing, providing for revision of the price after Cessna gained 
sufficient cost experience, should have been used. 

Also, the target price for Boeing’s prime contract AF 33(600) 26235 included 
estimated subcontract costs of about $243,000 for certain items of tooling, as 
proposed by Cessna. Boeing and Cessna should have known, at the time the 
prime contract target price was negotiated, that Cessna would not require this 
tooling. Cessna later voluntarily reduced its price to Boeing by $242,810 to 
eliminate the cost of this tooling, but Boeing’s target price was not reduced to 
recognize Cessna’s price reduction. Since Boeing’s prime contract was of the 
incentive type, Boeing may benefit by about $68,000 as a result of including the 
estimated cost of the unnecessary tooling in the prime contract target price ne- 
gotiated with the Air Force. We have been advised by the Air Force that, at 
the time of final settlement of the prime contract, an adjustment will be made 
for inequities resulting from the manner in which the target price was estab- 
lished. 


8. Avco Manufacturing Corp., Crosley Division (B-133143) 

An excessive price was negotiated for contract AF 33(600)31100 with Avco 
Manufacturing Corp., Crosley Division, Cincinnati, Ohio, because the Air Force 
accepted excessive costs which the contractor included in error in its pricing 
proposal for fire control systems for B-52 airplanes. The contract .price of 
$15,400,000 was based on recorded costs to June 30, 1957, and projected costs 
to complete the contract. Included in the contractor’s costs was about $1,133,500 
representing the cost of excessive quantities of several components. These com- 
ponents were not required for use on this contract but were actually acquired 
by the contractor for use in performing under another contract. 

We brought this matter to the attention of representatives of the contractor, 
who acknowledged that errors had been made in recording contract costs and 
refunded $1,133,500 to the Air Force. We were also informed by the con- 
tractor and the Air Force that action had been taken to prevent, in the 
future, pricing errors of the type disclosed by our review of this contract. 


11. General Motors Corp., AC Spark Plug Division (B-133021) 


In negotiating firm fixed prices totaling about $7,800,000 for kits to modify 
bombing navigational computer systems, the Air Force did not obtain sufficient 
eost data from General Motors Corp., AC Spark Plug Division, Milwaukee, 
Wis. The agency did not have prior experienced cost or price data for evaluating 
prices for the initial order of 1,416 modification kits since such kits had not been 
previously produced nor did the Air Force require the contractor to furnish 
detailed support for his estimated costs of component parts, which comprised 
a substantial portion of the estimated total costs. With regard to an additional 
515 kits ordered later, the contractor overestimated the costs of materials because 
the most current available cost information was not used in preparing the pricing 
proposal. The Air Force accepted the price proposed without adequate analysis. 
Consequently, contract prices for the 1,931 kits were unreasonably high. In 
performing the contract, the contractor incurred costs of $975,000 less than the 
amount contemplated in price negotiations. 
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After we brought our findings to the attention of officials of the Air Force and 
the contractor, the contractor voluntarily refunded $750,000 to the Air Force. 


$. Lockheed Aircraft Corp. (B-118693) 

Under two fixed-price incentive-type prime contracts with Lockheed Aircraft 
Corp., Marietta, Ga., for C-130A airplanes, target prices included $36,529,900 for 
estimated costs of airframe components subcontracted to other companies. We 
found that the target prices included amounts for subcontracted airframe com- 
ponents which were $2,844,000 in excess of Lockheed’s anticipated costs for these 
items based on firm price quotations obtained by the contractor before the target 
price proposals were submitted. In addition, information showing that a sub- 
contractor had reduced its price $1,266,600 from the amount included in the 
prime contractor’s proposal was known to contractor officials at the time of 
negotiations but this information was not furnished to the Air Force nor used 
in establishing target prices. As a result, the target prices were excessive by 
about $4,110,600, and the Government will incur additional cost of about $1,251,- 
000 unless the prices are adjusted. We recommended to the Air Force that 
every effort be made to adjust the target prices in the negotiation of final prices. 
We were advised by the Air Force on May 13, 1959, that the contractor had 
agreed to a reduction in the contract target price in excess of the $4,110,600 
disclosed by our examination. 


6. Rheem Manufacturing Co. (B-118729) 

Rheem Manufacturing Co., Downey, Calif., accepted unreasonably high fixed- 
price purchase order prices quoted to it by a supplier of vertical stabilizer tips 
for model F-100 airplanes without obtaining cost information from the sup- 
plier in support of the prices quoted, which totaled about $513,200. The Gov- 
ernment ultimately bore excessive costs of about $178,000, since the purchase 
orders were issued by Rheem under incentive-type subcontracts awarded to it 
by an Air Force prime contractor holding incentive-type prime contracts. 

We believe that closer supervision by the prime contractor and the Air Force 
over Rheem’s subcontracting activities would have resulted in negotiation of 
more reasonable prices for the vertical stabilizer tips. 


9. Menasco Manufacturing Co. (B-138144) 


Prices proposed by Menasco Manufacturing Co., Burbank, Calif., as a sub- 
contractor producing landing gears for F-102A and T-33 airplanes, were gen- 
erally accepted by Air Force prime contractors without requiring the subcon- 
tractor to submit cost information in support of the prices, and consequently 
there was no assurance that the prices were reasonable. Each of these landing 
gears was produced in quantity by Menasco over a period of several years under 
various subcontracts issued by the prime contractors. Consequently, Menasco 
accumulated information on costs of production which was available at the time 
the succeeding subcontracts were issued. Despite the availability of this cost 
data, which would have shown a lack of close pricing, the prime contractors did 
not obtain this information as a part of their evaluation of the reasonableness 
of prices proposed by Menasco. 

In producing F-102A landing gears, Mesasco’s costs amounted to about $10 
Million on sales of about $13 million during the 5-year period ended June 30, 
1957; in producing T-33 landing gears, Menasco’s costs amounted to about $13,- 
200,000 on sales of $16,100,000 during the 4-year period ended June 30, 1957. 
After we brought our findings to the attention of the Air Force and the con- 
tractors, action was taken in this instance to obtain additional information upon 
which to negotiate prices for landing gear purchases. 


12. The Firestone Tire & Rubber Co. (B-133056) 

Prices proposed by the Firestone Tire & Rubber Co., Los Angeles, Calif., as a 
subcontratcor producing fuel cells for B-52A and T-33A airplanes, were gen- 
erally accepted by the prime contractors without requiring Firestone to furnish 
evidence of the reasonableness of the proposed prices. Consequently, fuel cell 
prices were consistently higher than cost experience, available at the time prices 
were established, appeared to warrant. Firestone’s costs amounted to $8,746,000 
on fuel cell sales of $11,824,000 during a 3-year period ended October 31, 1956. 
We have been advised recently that Firestone has agreed to furnish estimates 
of projected fuel cell costs in all future procurements. 


13. Goodyear Aircraft Corp., Arizona Division (B-118787) 


Prices for canopy assemblies and windshield assemblies produced by Goodyear 
Aircraft Corp., Arizona Division, Litchfield Park, Ariz., for the prime contractor 
Supplying F-102A airlanes to the Air Force were based in part on cost esti- 
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mates, although actual cost information was available at the time prices were 
negotiated. The prices of canopy assemblies included about $325,000 to cover 
the estimated cost of certain purchased parts, although actual cost information 
known to both Goodyear and the prime contractor showed that Goodyear’s 
actual cost to purchase these parts would be substantially lower. After we 
brought this finding to the attention of responsible officials, a price reduction 
of $164,920 in the price of canopy assemblies was negotiated. The prices of 
windshield assemblies were based on estimated costs of $767,650, which were 
about $44,000 higher than known costs. These items were priced on the basis 
of cost estimates, although the work had been conpleted at the time of negoti- 
ations and actual costs of performance were available. No adjustment was 
made in the price of the windshield assemblies, since the terms of the price- 
redeterminable subcontract did not require consideration of actual cost infor- 
mation which became known after the cutoff point stipulated in the subcontract. 
14. Lambert Engineering Co. (B-132942) 

Prices proposed by Lambert Engineering Co., St. Louis, Mo., as a subcontrac- 
tor producing photoflash cartridge ejectors for Air Force prime contractors, 
were generally accepted by the prime contractors without price or cost analysis 
or comparison with the subcontractor’s cost experience, even though there was 
no competition for the procurement because the subcontractor was the sole 
source of supply. As the company gained production experience and the vol- 
ume increased, its costs of manufacturing the ejectors declined substantially. 
Although Lambert voluntarily made repeated reductions in prices charged for 
ejectors, these reductions did not keep pace with the declining cost experience 
and as a result close pricing was not achieved. For example, unit costs of pro- 
duction averaged $378 for 105 ejectors delivered at an average price of $786 
each. Subsequently, Lambert’s prices for additional sales of this type of ejector 
were made at a unit price of $517, which was substantially higher than seems 
to have been justified by prior cost experience. The lack of close pricing was 
evidenced by the fact that Lambert’s costs amounted to only about $715,000 on 
sales to Air Force prime contractors of about $1,187,000 during a 2-year period. 

Mr. Vinson. There are some risks inherent in condensing; but the 
purpose of these charts is to invite your attention and offer you the 
opportunity of more detailed study, if you desire. We have by this 
method attempted to point up the criticisms of the Comptroller 
General and to point up for the record the findings and conclusions 
of the General Accounting Office so far as they may be related to 
the types of contracts which were criticized, as well as the practices 
which were permissible under them, so that we can make such find- 
ings as these and other facts may warrant on the suitability of various 
types of contracts designed to achieve, effectively, cost, price, and 
profit formulas expressed in contract terms. 

Now, before we proceed to hear the detail from the witnesses, I 
should like to call attention to the fixed-price-redeterminable contract 
and to the fixed-price-incentive contract, because it is to the latter 
(the incentive contract) where most criticism seems to have been 
leveled, and where most emphasis has been placed concerning its effec- 
tiveness as an instrument. In fact, in the hearing on the Renegotiation 
Act extension last year, it was proposed that the incentive contract 
be treated separately from other types of contracts being performed 
by the same contractor. 

(Further statement off the record.) 

Mr. Vinson. I also lay before you a document which contains the 
cost principles which have been mentioned as section XV of the Armed 
Services Procurement Regulations. These are the allowances which 
are permissible among other uses as costs in redetermining a contract 
or in fixing targets on incentive contracts. 

Put that in the record, Mr. Courtney. 

Mr. Courtney. Yes; Mr. Chairman. 

(The regulations referred to are as follows:) 
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CONTRACT COST PRINCIPLES AND PROCEDURES 


15-000 Scope of Section. This Section contains general cost principles 
and procedures for the determination and allowance of costs in connection 
with the negotiation and administration of cost-reimbursement type contracts 
and contains guidelines for use, where appropriate, in the evaluation of costs 
in connection with certain negotiated fixed-price type contracts and contracts 
terminated for the convenience of the Government. 


Part 1—Applicability 


15-101 Scope of Part. This Part describes the applicability of succeeding 
Parts of this Section to the various types of contracts in connection with which 
cost principles and procedures are used. 


15-102 Cost-Reimbursement Supply and Research Contracts with 
Concerns Other Than Educational Institutions. This category includes all 
cost-reimbursement type contracts (ASPR 3-404) for supplies, services, or 
experimental, developmental, or research work (other than with educational 
institutions, as to which ASPR 15-103 applies), except that it does not include 
facilities contracts (see ASPR 15-105) or construction contracts (see ASPR 
15-104). The cost principles and procedures set forth in Part 2 of this Section 
shall be incorporated by reference in cost-reimbursement supply and research 
contracts with other than educational institutions as the basis— 

(i) for determination of reimbursable costs under such contracts, 
including cost-reimbursement type subcontracts thereunder, and 
the cost-reimbursement portion of time-and-materials contracts 
(ASPR 3-405.1); 
for the negotiation of overhead rates (ASPR Section III, Part 7); 
and 
(iii) for the determination of costs of terminated cost-reimbursement 

type contracts where the contractor elects to ‘‘voucher out’ its 

costs (ASPR Section VIII, Part 4), and for settlement of such 

contracts by determination (ASPR 8-209.7). 


15-103 Cost-Reimbursement Research Contracts with Educational 
Institutions. This category includes all cost-reimbursement type contracts 
(ASPR 3-404) for experimental, developmental, or research work with edu- 
cational institutions. The cost principles and procedures set forth in Part 3 
of this Section shall be incorporated by reference in cost-reimbursement research 
contracts with educational institutions as the basis— 

(i) for determination of reimbursable costs under cost-reimbursement 
type contracts, including cost-reimbursement type subcontracts 
thereunder; 

(ii) for the negotiation of overhead rates (ASPR Section III, Part 7); 
and 

(iii) for the determination of costs of terminated cost-reimbursement 
type contracts where the contractor elects to “voucher out’’ its 
costs (ASPR Section VIII, Part 4), and for settlement of such 
contracts by determination (ASPR 8-209.7). 
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In addition, Part 3 is to be used in determining the allowable costs of research 
and development performed by educational institutions under grants. 


15-104 Cost-Reimbursement Construction Contracts. This category 
includes all cost-reimbursement type contracts (ASPR 3-404) for the con- 
struction, alteration, or repair of buildings, bridges, roads, or other kinds of 
real property. It also includes cost-reimbursement type contracts for archi- 
tect-engineer services related to such construction. It does not include con- 
tracts for vessels, aircraft, or other kinds of personal property. The cost prin- 
ciples and procedures set forth in Part 4 of this Section shall be incorporated 
by reference in cost-reimbursement construction contracts as the basis— 

(i) for determination of reimbursable costs under cost-reimbursement 
type contracts, including cost-reimbursement type subcontracts 
thereunder; 

(ii) for the negotiation of overhead rates (ASPR Section III,.Part 7); 
and 

(iii) for the determination of costs of terminated cost-reimbursement 
type contracts where the contractor elects to ‘‘voucher out” its 
costs (ASPR Section VIII, Part 4), and for settlement of such 
contracts by determination (ASPR 8-209.7). 


15-105 Cost-Reimbursement Facilities Contracts. (Reserved) 


15-106 Use of Cost Principles for Fixed-Price Contracts. Part 6 of 
this Section provides guidance for the use of Parts 2, 3, and 4 where appro- 
priate, in the evaluation of costs in connection with the negotiation of certain 
fixed-price type contracts and termination settlements. 


15-107 Advance Understandings on Particular Cost Items. The extent 
of allowability of the selected items of cost covered in Parts 2 through 5 has 
been stated to apply broadly to many accounting systems in varying contract 
situations. Thus, as to any given contract, the reasonableness and alloca- 
bility of certain items of cost may be difficult to determine, particularly in 
connection with firms or separate divisions thereof which may not be subject 
to effective competitive restraints. In order to avoid possible subsequent 
disallowance or dispute based on unreasonableness or nonallocability, it is 
important that prospective contractors, particularly those whose work is pre- 
dominantly or substantially with the Government, seek agreement with the 
Government in advance of the incurrence of special or unusual costs in cate- 
gories where reasonableness or allocability are difficult to determine. Such 
agreement may also be initiated by contracting officers individually, or jointly, 
for all defense work of the contractor, as appropriate. Any such agreement 
should be incorporated in cost-reimbursement type contracts, or made a part of 
the contract file in the case of negotiated fixed-price type contracts, and should 
govern the cost treatment covered thereby throughout the performance of the 
contract. But the absence of such an advance agreement on any element of 
cost will not, in itself, serve to make that element either allowable or unallow- 
able. Examples of costs on which advance agreements may be particularly 
important: 
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(i) compensation for personal services; 7 
(ii) use charge for fully depreciated assets; 
(iii) deferred maintenance costs; 
(iv) pre-contract costs; 
(v) research and development costs; 
(vi) royalties; 
(vii) selling and distribution costs; and 
(viii) travel costs, as related to special or mass personnel movement. ian 


(Next page is 1505) 
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Part 2—Principles and Procedures for Use in Cost-Reimbursement 1505 
Type Supply and Research Contracts with Commercial Organizations 


15-201 Basic Considerations. 

15-201.1 Composition of Total Cost. The total cost of a contract is 
the sum of the allowable direct and indirect costs allocable to the contract, 
incurred or to be incurred, less any allocable credits. In ascertaining what 
constitutes costs, any generally accepted method of determining or estimating 
costs that is equitable under the circumstances may be used, including standard 
costs properly adjusted for applicable variances. 

15-201.2 Factors Affecting Allowability of Costs. Factors to be con- 
sidered in determining the allowability of individual items of cost include 
(i) reasonableness, (ii) allocability, (iii) application of those generally accepted 
accounting principles and practices appropriate to the particular circumstances, 
and (iv) any limitations or exclusions set forth in this Part 2, or otherwise 
included in the contract as to types or amounts of cost items. 

15-201.8 Definition of Reasonableness. A cost is reasonable if, in its 
nature or amount, it does not exceed that which would be incurred by an 
ordinarily prudent person in the conduct of competitive business. The question 
of the reasonableness of specific costs must be scrutinized with particular 
care in connection with firms or separate divisions thereof which may not 
be subject to effective competitive restraints. What is reasonable depends 
upon a variety of considerations and circumstances involving both the nature 
and amount of the cost in question. In determining the reasonableness of 
a given cost, consideration shall be given to: 

(i) whether the cost is of a type generally recognized as ordinary 
and necessary for the conduct of the contractor’s business or 
the performance of the contract; 

(ii) the restraints or requirements imposed by such factors as generally 
accepted sound business practices, arm’s length bargaining, Federal 
and State laws and regulations, and contract terms and specifica- 
tions ; 

(iii) the action that a prudent business man would take in the circum- 
stances, considering his responsibilities to the owners of the business, 
his employees, his customers, the Government and the public at 
large; and . 

(iv) significant deviations from the established practices of the con- 
tractor which may unjustifiably increase the contract costs. 

15-201.4 Definition of Allocability. A cost is allocable if it is assignable 
or chargeable to a particular cost objective, such as a contract, product, product 
line, process, or class of customer or activity, in accordance with the relative 
benefits received or other equitable relationship. Subject to the foregoing, 
a cost is allocable to a Government contract if it 

(i) is incurred specifically for the contract; 

(ii) benefits both the contract and other work, or both Government 
work and other work, and can be distributed to them in reasonable 
proportion to the benefits received ; or 
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lh (iii) is necessary to the overall operation of the business, although a 
direct relationship to any particular cost objective cannot be shown. 
15-201. Credits. The applicable portion of any income, rebate, allow- 
ance, and other credit relating to any allowable cost, received by or accruing 
to the contractor, shall be credited to the Government either as a cost reduction , 
or by cash refund, as appropriate. 


15-202 Direct Costs. 

(a) A direct cost is any cost which can be identified specifically with a 
particular cost objective. Direct costs are not limited to items which are 
incorporated in the end product as material or labor. Costs identified specifi- 
cally with the contract are direct costs of the contract and are to be charged 
directly thereto. Costs identified specifically with other work of the con- 
tractor are direct costs of that work and are not to be charged to the contract 
directly or indirectly. When items ordinarily chargeable as indirect costs are 
charged to Government work as direct costs, the cost of like items applicable 
to other work of the contractor must be eliminated from indirect costs allocated 
to Government work. 

(b) This definition shall be applied to all items of cost of significant amount 
unless the contractor demonstrates that the application of any different current 
practice achieves substantially the same results. Direct cost items of minor 
amount may be distributed as indirect costs as provided in ASPR 15-203. 


15-203 Indirect Costs. 

(a) An indirect cost is one which, because of its incurrence for common or 
joint objectives, is not readily subject to treatment as a direct cost. Minor 
direct cost items may be considered to be indirect costs for reasons of practical- 
ity. After direct costs have been determined and charged directly to the 
contract or other work as appropriate, indirect costs'‘are those remaining to be 
allocated to the several classes of work. 

(b) Indirect costs shall be accumulated by logical cost groupings with due 
consideration of the reasons for incurring the costs. Each grouping should be 
determined so as to permit distribution of the grouping on the basis of the 
benefits accruing to the several cost objectives. Commonly, manufacturing 
overhead, selling expenses, and general and administrative expenses are 
separately grouped. Similarly, the particular case may require subdivisions 
of these groupings, e.g., building occupancy costs might be separable from 
those of personnel administration within the manufacturing overhead group. 
The number and composition of the groupings should be governed by practical 
considerations and should be such as not to complicate unduly the allocation 

= where substantially the same results are achieved through less precise methods. 
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(c) Each cost grouping shall be distributed to the appropriate cost 
objectives. This necessitates the selection of a distribution base common to 
all cost objectives to which the grouping is to be allocated. The base should 
be selected so as to permit allocation of the grouping on the basis of the bene- 
fits accruing to the several cost objectives. This principle for selection is not 
to be applied so rigidly as to complicate unduly the allocation where substan- 
tially the same results are achieved through less precise methods. 

(d) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The method shall be in accord with those 
generally accepted accounting principles which are applicable in the circum- 
stances. The contractor’s established practices, if in accord with such ac- 
counting principles, shall generally be acceptable. However, the methods 
used by the contractor may require re-examination when: 

(i) any substantial difference occurs between the cost patterns of work 
under the contract and other work of the contractor; or 

(ii) any significant change occurs in the nature of the business, the 
extent of subcontracting, fixed asset improvement programs, the 
inventories, the volume of sales and production, manufacturing 
processes, the contractor’s products, or other relevant circumstances. 

(e) A base period for allocation of indirect costs is the period during which 
such costs are incurred and accumulated for distribution to work performed 
in that period. Normally, the base period will be the contractor’s fiscal year; 
however, use of a shorter period may be appropriate in case of (i) contracts 
whose performance involves only a minor portion of the fiscal year, or (ii) 
where it is general practice in the industry to use a shorter period. In any 
event the base period or periods shall be so selected as to avoid inequities in 
the allocation of costs. When the contract is performed over an extended 
period of time, as many such base periods will be used as will be required to 
represent the period of contract performance. 


15-204 Application of Principles and Procedures. 

(a) Costs shall be allowed to the extent that they are reasonable (see 
ASPR 15-201.3), allocable (see ASPR 15-201.4), and determined to be allow- 
able in view of the other factors set forth in ASPR 15-201.2 and 15-205. 
These criteria apply to all of the selected items of cost which follow, notwith- 
standing that particular guidance is provided in connection with certain specific 
items for emphasis or clarity. 

(b) Costs incurred as reimbursements to a subcontractor under a cost- 
reimbursement type subcontract of any tier above the first fixed-price sub- 
contract are allowable to the extent that allowance is consistent with the 
Part of this Section XV which is appropriate to the subcontract involved. 
Thus, if the subcontract is for supplies, such costs are allowable to the extent 
that the subcontractor’s costs would be allowable if this Part 2 were incor- 
porated in the subcontract; if the subcontract is for construction, such costs 
are allowable to the extent that the subcontractor’s costs would be allowable 
if Part 4 of this Section XV were incorporated in the subcontract. 
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(c) Selected items of cost are treated in ASPR 15-205. However, ASPR 
15-205 does not cover every element of cost and every situation that might arise 
in a particular case. Failure to treat any item of cost in ASPR 15-205 is not 
intended to imply that it is either allowable or unallowable. With respect to 
all items, whether or not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, where 
appropriate, the treatment of similar or related selected items. 


15-205 Selected Costs. 

15-205.1 Advertising Costs. 

(a) Advertising costs mean the costs of advertising media and corollary 
administrative costs. Advertising media include magazines, newspapers, radio 
and television programs, direct mail, trade papers, outdoor advertising, dealer 
cards and window displays, conventions, exhibits, free goods and samples, 
and the like. The following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided such advertising 
does not offer specific products or services for sale but is placed in 
journals which are valuable for dissemination of technical informa- 
tion within the contractor’s industry; 

(ii) help-wanted advertising, as set forth in ASPR 15-205.33, when 
considered in conjunction with all other recruitment costs; 

(iii) costs of participation in exhibits— 

(A) upon invitation of the Government, or 

(B) which exhibits are for the purpose of disseminating technical 
information within the contractor’s industry; however, such 
costs are not allowable under this subparagraph (B) if the 
exhibit offers specific products or services for sale; 

(iv) advertising for the exclusive purpose of obtaining scarce materials, 
plant, or equipment, or disposing of scrap or surplus materials, in 
connection with the contract. 

(b) Except as provided above, all other advertising costs are unallowable. 

15-205.2 Bad Debts. Bad debts, including losses (whether actual or 
estimated) arising from uncollectible customers’ accounts and other claims, 
related collection costs, and related legal costs, are unallowable. 

16-205.3 Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or projects, 
including the development of engineering data and cost data necessary to sup- 
port the contractor’s bids or proposals. Bidding costs of the current accounting 
period of both successful and unsuccessful bids and proposals normally will be 
treated as allowable indirect costs, in which event no bidding costs of past 
accounting periods shall be allowable in the current period to the Government 
contract. However, if the contractor’s established practice is to treat bidding 
costs by some other method, the results obtained may be accepted only if found 
to be reasonable and equitable. 
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15-205.4 Bonding Costs. 

(a) Bonding costs arise when the Government requires assurance against 
financial loss to itself or others by reason of the act or default of the contractor. 
They arise also in instances where the contractor requires similar assurance. 
Included are such bonds as bid, performance, payment, advance payment, 
infringement, and fidelity bonds. 

(b) Costs of bonding required pursuant to the terms of the contract are 
allowable. 

(c) Costs of bonding required by the contractor in the general conduct of 
his business are allowable to the extent that such bonding is in accordance with 
sound business practice and the rates and premiums are reasonable under the 
circumstances. 

15-205.5 Civil Defense Costs. 

(a) Civil defense costs are those incurred in planning for, and the pro- 
tection of life and property against, the possible effects of enemy attack. 
Reasonable costs of civil defense measures (including costs in excess of normal 
plant protection costs, first-aid training and supplies, fire fighting training and 
equipment, posting of additional exit notices and directions, and other ap- 
proved civil defense measures) undertaken on the contractor’s premises pur- 
suant to suggestions or requirements of civil defense authorities are allowable 
when allocated to all work of the contractor. 

(b) Costs of capital assets under (a) above are allowable through de- 
preciation in accordance with ASPR 15-205.9. 

(c) Contributions to local civil defense funds and projects are unallowable. 

15-205.6 Compensation for Personal Services. 

(a) General. (1) Compensation for personal services includes all remuner- 
ation paid currently or accrued, in whatever form and whether paid immedi- 
ately or deferred, for services rendered by employees to the contractor during 
the period of contract performance. It includes, but is not limited to, salaries, 
wages, directors’ and executive committee members’ fees, bonuses (including 
stock bonuses), incentive awards, employee stock options, employee insurance, 
fringe benefits, and contributions to pension, annuity, and management em- 
ployee incentive compensation plans. Except as otherwise specifically provided 
in this ASPR 15-205.6, such costs are allowable to the extent that the total 
compensation of individual employees is reasonable for the services rendered 
and they are not in excess of those costs which are allowable by the Internal 
Revenue Code and regulations thereunder. 

(2) Compensation is reasonable to the extent that the total amount paid 
or accrued is commensurate with compensation paid under the contractor’s 
established policy and conforms generally to compensation paid by other firms 
of the same size, in the same industry, or in the same geographic area, for 
similar services. In the administration of this principle, it is recognized that 
not every compensation case need be subjected in detail to the above tests. 
Such tests need be applied only to those cases in which a general review reveals 
amounts or types of compensation which appear unreasonable or otherwise out 
of line. However, certain conditions give rise to the need for special consider- 
ation and possible limitation as to allowability for contract cost purposes where 
amounts appear excessive. Among such conditions are the following: 
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(i) Compensation to owners of closely held corporations, partners, 
sole proprietors, or members of the immediate families thereof, 
or to persons who are contractually committed to acquire a sub- 
stantial financial interest in the contractor’s enterprise. Deter- 
mination should be made that such compensation is reasonable 
for the actual personal services rendered rather than a distribution 
of profits. 

(ii) Any change in a contractor’s compensation policy resulting in a 
substantial increase in the contractor’s level of compensation, 
particularly when it was concurrent with an increase in the ratio 
of Government contracts to other business, or any change in the 
treatment of allowability of specific types of compensation due to 
changes in Government policy. 

(iii) The contractor’s business is such that his compensation levels 
are not subject to the restraints normally occurring in the conduct 
of competitive business. 

(3) Compensation in lieu of salary for services rendered by partners 
and sole proprietors will be allowed to, the extent that it is reasonable and does 
not constitute a distribution of profits. 

(4) In addition to the general requirements set forth in (1) through (3) 
above, certain forms of compensation are subject to further requirements as 
specified in (b) through (i) below. 

(b) Salaries and Wages. Salaries and wages for current services include 
gross compensation paid to employees in the form of cash, products, or services, 
and are allowable. However, premiums for overtime, extra-pay shifts, and 
multi-shift work are allowable to the extent approved pursuant to ASPR 
12-102.4 or permitted pursuant to ASPR 12-102.5. 

(c) Cash Bonuses and Incentive Compensation. Incentive compensation 
for management employees, cash bonuses, suggestion awards, safety awards, 
and incentive compensation based on production, cost reduction, or efficient 
performance, are allowable to the extent that the overall compensation is 
determined to be reasonable and such costs are paid or accrued pursuant to 
an agreement entered into in good faith between the contractor and the em- 
ployees before the services were rendered, or pursuant to an established plan 
followed by the contractor so consistently as to imply, in effect, an agreement 
to make such payment. (But see ASPR 15-107.) Bonuses, awards, and incen- 
tive compensation when any of them are deferred are allowable to the extent 
provided in (f) below. 

(d) Bonuses and Incentive Compensation Paid in Stock. Costs of bonuses 
and incentive compensation paid in the stock of the contractor or of an affiliate 
are allowable to the extent set forth in (c) above (including the incorporation 
of the principles of paragraph (f) below for deferred bonuses and incentive 
compensation), subject to the following additional requirements: 

(i) valuation placed on the stock transferred shall be the fair market 
value at the time of transfer, determined upon the most objective 
basis available; and 

(ii) accruals for the cost of stock prior to the issuance of such stock to 
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the employees shall be subject to adjustment according to the 
possibilities that the employees will not receive such stock and their 
interest in the accruals will be forfeited. 
Such costs otherwise allowable are subject to adjustment according to the 
principles set forth in (f)(3) below. (But see ASPR 15-107). 

(e) Stock Options. The cost of options to employees to purchase stock of 
the contractor or of an affiliate is unallowable. 

(f) Deferred Compensation. (1) As used herein, deferred compensation 
includes all remuneration, in whatever form, for which the employee is not 
paid until after the lapse of a stated period of years or the occurrence of other 
events as provided in the plans, except that it does not include normal end of 
accounting period accruals. It includes (i) contributions to pension, annuity, 
stock bonus, and profit sharing plans, (ii) contributions to disability, with- 
drawal, insurance, survivorship, and similar benefit plans, and (iii) other 
deferred compensation, whether paid in cash or in stock. 

(2) Deferred compensation is allowable to the extent that (i) except 
for past service pension and retirement costs, it is for services rendered during 
the contract period; (ii) it is, together with all other compensation paid to the 
employee, reasonable in amount; (iii) it is paid pursuant to an agreement 
entered into in good faith between the contractor and employees before the 
services are rendered, or pursuant to an established plan followed by the 
contractor so consistently as to imply, in effect, an agreement to make such 
payments; and (iv) for a plan which is subject to approval by the Internal 
Revenue Service, it falls within the criteria and standards of the Internal 
Revenue Code and the regulations of the Internal Revenue Service. (But see 
ASPR 15-107.) 

(3) In determining the cost of deferred compensation allowable under 
the contract, appropriate adjustments shall be made for credits or gains, 
including those arising out of both normal and abnormal employee turnover, 
or any other contingencies that can result in a forfeiture by employees of such 
deferred compensation. Adjustments shall be made only for forfeitures 
which directly or indirectly inure to the benefit of the contractor; forfeitures 
which inure to the benefit of other employees covered by a deferred compensa- 
tion plan with no reduction in the contractor’s costs will not normally give 
rise to adjustment in contract costs. Adjustments for normal employee 
turnover shall be based on the contractor’s experience and on foreseeable 
prospects, and shall be reflected in the amount of cost currently allowable. 
Such adjustments will be unnecessary to the extent that the contractor can 
demonstrate that its contributions take into account normal forfeitures. 
Adjustments for possible future abnormal forfeitures shall be effected according 
to the following rules: 

(i) abnormal forfeitures that are foreseeable and which can be cur- 
rently evaluated with reasonable accuracy, by actuarial or other 
sound computation, shall be reflected by an adjustment of current 
costs otherwise allowable; and 

(ii) abnormal forfeitures, not within (i) above, may be made the subject 
of agreement between the Government and the contractor either 
as to an equitable adjustment or a method of determining such 
adjustment. 

ARMED SERVICES PROCUREMENT REGULATION ¥ 15-205.6 








' 








ee ee = 


PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 85 


Revised 2 November 1959. 
1512 CONTRACT COST PRINCIPLES AND PROCEDURES 


(4) In determining whether deferred compensation is for services 
rendered during the contract period or is for future services, consideration 
shall be given to conditions imposed upon eventual payment, such as, require- 
ments of continued employment, consultation after retirement, and covenants 
not to compete. 

(g) Fringe Benefits. Fringe benefits are allowances and services provided 
by the contractor to its employees as compensation in addition to regular 
wages and salaries. Costs of fringe benefits, such as pay for vacations, holidays, 
sick leave, military leave, employee insurance, and supplemental employment 
benefit plans are allowable to the extent required by law, employer-employee 
agreement, or an established policy of the contractor. 

(h) Severance Pay. See ASPR 15-205.39. 

(i) Training and Education Expenses. See ASPR 15-205.44. 

15-205.7 Contingencies. 

(a) A contingency is a possible future event or condition arising from 
presently known or unknown causes, the outcome of which is indeterminable 
at a present time. 

(b) In historical costing, contingencies are not normally present since 
such costing deals with costs which have been incurred and recorded on the 
contractor’s books. Accordingly, contingencies are generally unallowable for 
historical costing purposes. However, in some cases, as for example, termina- 
tions, a contingency factor may be recognized which is applicable to a past 
period to give recognition to minor unsettled factors in the interest of expedi- 
tious settlement. 

(c) In connection with estimates of future costs, contingencies fall into two 
categories: 

(i) those which may arise from presently known and existing conditions, 
the effects of which are foreseeable within reasonable limits of 
accuracy; é.g., anticipated costs of rejects and defective work; in 
such situations where they exist, contingencies of this category are 
to be included in the estimates of future cost so as to provide the 
best estimate of performance costs; and 

(ii) those which may arise from presently known or unknown condi- 
tions, the effect of which cannot be measured so precisely as to 
provide equitable results to the contractor and to the Government; 
e.g., results of pending litigation, and other general business risks. 
Contingencies of this category are to be excluded from cost estimates 
under the several items of cost, but should be disclosed separately, 
including the basis upon which the contingency is computed in 
order to facilitate the negotiation of appropriate contractual 
coverage (see, for example, ASPR 15-205.16, 15-205.20, and 
15-205.39). 

16-205.8 Contributions and Donations. Contributions and donations are 


= unallowable. 


{ 15-205.8 ARMED SERVICES PROCUREMENT REGULATION 








86 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Revised 2 November 1959 
SUPPLY AND RESEARCH CONTRACTS WITH COMMERCIAL 1513 
ORGANIZATIONS 

15-205.9 Depreciation. 

(a) Depreciation is a charge to current operations which distributes the 
cost of a tangible capital asset, less estimated residual value, over the estimated 
useful life of the asset in a systematic and logical manner. It does not involve 
a process of valuation. Useful life has reference to the prospective period of 
economic usefulness in the particular contractor’s operations as distinguished 
from physical life. 

(b) Normal depreciation on a contractor’s plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for Federal 
income tax purposes (see Section 167 of the Internal Revenue Code 
of 1954); or 

(ii) in the case of nonprofit or tax-exempt organizations, upon a prop- 
erty cost basis which could have been used by the contractor for 
Federal income tax purposes, had such organizations been subject 
to the payment of income tax; and in either case 

(iii) by the consistent application to the assets concerned of any generally 
accepted accounting method, and subject to the limitations of the 
Internal Revenue Code of 1954, as amended, including— 

(A) the straight line method; 

(B) the declining balance method, using a rate not exceeding 
twice the rate which would have been used had the annual 
allowance been computed under the method described in 
(A) above; 

(C) the sum of the years-digits method; and 

(D) any other consistent method productive of an annual allow- 
ance which, when added to all allowances for the period 
commencing with the use of the property and including the 
current year, does not, during the first two-thirds of the 
useful life of the property, exceed the total of such allow- 
ances which would have been used had such allowances been 
computed under the method described in (B) above. 

(c) Depreciation should usually be allocated to the contract and other 
work as an indirect cost. The amount of depreciation allowed in any account- 
ing period may, consistent with the basic objectives set forth in (a) above, 
vary with volume of production or use of multi-shift operations. 

(d) In the case of emergency facilities covered by certificates of necessity, 
a contractor may elect to use normal depreciation without requesting a deter- 
mination of ‘true depreciation” or may elect to use either normal or “true 
depreciation” after a determination of ‘true depreciation” has been made by 
an Emergency Facilities Depreciation Board. The method elected must be 
followed consistently throughout the life of the emergency facility. Where an 
election is made to use normal depreciation, the amount thereof for both the 
emergency period and the post-emergency period shall be computed in accord- 
ance with (b) above. Where an election is made to use “true depreciation,” 
the amount allowable as depreciation: 
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(i) with respect to the emergency period (5 years), shall be computed 
in accordance with the determination of the Emergency Facilities 
Depreciation Board and allocated rateably over the full five year 
emergency period; provided no other allowance is made which 
would duplicate the factors, such as extraordinary obsolescence, 
covered by the Board’s determination; and 

(ii) after the end of the emergency period, shall be computed by dis- 
tributing the remaining undepreciated portion of the cost of the 
emergency facility over the balance of its useful life (but see (e) 
below); provided the remaining undepreciated portion of such cost 
shall not include any amount of unrecovered “true depreciation.” 

(e) Depreciation on idle or excess facilities shall not be allowed except 
on such facilities as are reasonably necessary for standby purposes. 

(f) No depreciation, rental, or use charge shall be allowed on the con- 
tractor’s assets which have been fully depreciated when a substantial portion 
of such depreciation was on a basis that represented, in effect, a recovery 
thereof as a charge against Government contracts or subcontracts. Otherwise, 
a reasonable use charge may be agreed upon and allowed. (But see ASPR 
15-107.) In determining this charge, consideration should be given to cost, 
total estimated useful life at time of negotiation, and effect of any increased 
maintenance charges or decreased efficiency due to age. 

15-205.10 Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, recreational activities, and employee counseling services, 
incurred, in accordance with the contractor’s established practice or custom 
in the industry or area, for the improvement of working conditions, employer- 
employee relations, employee morale, and employee performance, are allowable. 
Income generated from any of these activities shall be credited to the costs 
thereof unless such income has been irrevocably set over to employee welfare 
organizations. 

15-205.11 Entertainment Costs. Costs of amusement, diversion, social 
activities and incidental costs relating thereto, such as meals, lodging, rentals, 
transportation, and gratuities, are unallowable (but see ASPR 15-205.10 
and 15-205.42). : 

15-205.12 Excess Facility Costs. Costs of maintaining, repairing, and 
housing idle and excess contractor-owned facilities, except those reasonably 
necessary for standby purposes, are unallowable. Any costs of excess plant 
capacity reserved for defense mobilization production which are to be paid 
for by the Government should be the subject of a separate contract. 

15-205.13 Fines and Penalties. Costs of fines and penalties resulting 
from violations of, or failure of the contractor to comply with, Federal, State, 
and local laws and regulations are unallowable except when incurred as a result 
of compliance with specific provisions of the contract, or instructions in writing 
from the contracting officer. 

15-205.14 Food Service and Dormitory Costs and Credits. Food and 
dormitory services include operating or furnishing facilities for cafeterias 
dining rooms, canteens, lunch wagons, vending machines, living accommoda- 
tions or similar types of services for the contractor’s employees at or near the 
contractor’s facilities. Reasonable losses from the operation of such services 
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are allowable if they are allocated to all activities served. Profits (except 
profits irrevocably set over to an employee welfare organization of the con- 
tractor in amounts reasonably useful for the benefit of the employees at the 
site or sites of contract performance) accruing to the contractor from the opera- 
tion of these services, whether operated by the contractor or by a concession- 
aire, shall be treated as a credit, and allocated to all activities served. 

15-205.15 Fringe Benefits. (See ASPR 15-205.@(g)) 

15-205.16 Insurance and Indemnification. 

(a) Insurance includes (i) insurance which the contractor is required to 
carry, or which is approved, under the terms of the contract, and (ii) any other 
insurance which the contractor maintains in connection with the general con- 
duct of his business. 

(1) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(2) Costs of other insurance maintained by the contractor in connection 
with the general conduct of his business are allowable subject to the following 
limitations: 

(i) types and extent of coverage shall be in accordance with sound 
business practice and the rates and premiums shall be reasonable 
under the circumstances; 

(ii) costs allowed for business interruption or other similar insurance 
shall be limited to exclude coverage of profit; 

(iii) costs of insurance or of any provision for a reserve covering the risk 
of loss of or damage to Government property are allowable only to 
the extent that the contractor is liable for such loss or damage and 
such insurance or reserve does not cover loss or damage which 
results from willful misconduct or lack of good faith on the part of 
any of the contractor’s directors or officers, or other equivalent 
representatives, who has supervision or direction of (A) all or sub- 
stantially all of the contractor’s business, or (B) all or substantially 
all of the contractor’s operations at any one plant or separate 
location in which the contract is being performed, or (C) a separate 
and complete industrial operation in connection with the perform- 
ance of the contract; 

(iv) provisions for a reserve under an approved self-insurance program 
are allowable to the extent that the types of coverage, extent of 
coverage, and the rates and premiums would have been allowed had 
insurance been purchased to cover the risks; and 

(v) costs of insurance on the lives of officers, partners, or proprietors are 
allowable only to the extent that the insurance represents additional 
compensation (see ASPR 15-205.6). 

(3) Actual losses which could have been covered by permissible insurar e 
(through an approved self-insurance program or otherwise) are unallowable 
unless expressly provided for in the contract, except: 

(i) costs incurred because of losses not covered under nominal deduc- 
tible insurance coverage provided in keeping with sound business 
practice, are allowable; and 
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(ii) minor losses not covered by insurance, such as spoilage, breakage, 
and disappearance of small hand tools, which occur in the ordinary 
course of doing business, are allowable. 

(b) Indemnification includes securing the contractor against liabilities 
to third persons and any other loss or damage, not compensated by insurance or 
otherwise. The Government is obligated to indemnify the contractor only to 
the extent expressly provided for in the contract, except as provided in (a)(3) 
above. 

15-205.17 Interest and Other Financial Costs. Interest on borrowings 
(however represented), bond discounts, costs of financing and refinancing opera- 
tions, legal and professional fees paid in connection with the preparation of 
prospectuses, costs of preparation and issuance of stock rights, and costs 
related thereto, are unallowable except for interest assessed by State or local 
taxing authorities under the conditions set forth in ASPR 15-205.41. (But 
see ASPR 15-205.24.) 

15-205.18 Labor Relations Costs. Costs incurred in maintaining satis- 
factory relations between the contractor and its employees, including costs of 
shop stewards, labor management committees, employee publications, and 
other related activities, are allowable. 

15-205.19 Losses on Other Contracts. An excess of costs over income 
under any other contract (including the contractor’s contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable. 

15-205.20 Maintenance and Repair Costs. 

(a) Costs necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are to be treated as follows (but see ASPR 
15-205.9) : 

(i) normal maintenance and repair costs are allowable; 

(ii) extraordinary maintenance and repair costs are allowable, provided 
such are allocated to the periods to which applicable for purposes 
of determining contract costs. (But see ASPR 15-107.) 

(b) Expenditures for plant arid - equipment, including rehabilitation 
thereof, which, according to generally accepted accounting principles as applied 
under the contractor’s established policy, should be capitalized and subjected to 
depreciation, are allowable only on a depreciation basis. 

15-205.21 Manufacturing and Production Engineering Costs. Costs of 
manufacturing and production engineering, including engineering activities in 
connection with the following, are allowable: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improvement; and 

(ii) current production problems, such as materials analysis for produc- 
tion suitability and component design for purposes of simplifying 
production. 

15-205.22 Material Cosis. 

(a) Material costs include the costs of such items as raw materials, parts, 
subassemblies, components, and manufacturing supplies, whether purchased 
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outside or manufactured by the contractor, and may include such collateral 
items as inbound transportation and intransit insurance. In computing ma- 
terial costs consideration will be given to reasonable overruns, spoilage, or 
defective work (concerning correction of defective work, see the provisions of 
the contract relating to inspection and correction of defective work). These 
costs are allowable subject, however, to the provisions of (b) through (e) below. 

(b) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to the cost of the material involved or be allocated (as 
credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to reasonable circumstances, such 
lost discounts need not be so credited. 

(c) Reasonable adjustments arising from differences between periodic 
physical inventories and book inventories may be included in arriving at costs, 
provided such adjustments relate to the period of performance of the contract. 

(d) When the materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to the contract. If material is issued from stores, any 
generally recognized method of pricing such material is acceptable if that 
method is consistently applied and the results are equitable. When estimates 
of material costs to be incurred in the future are required, either current 
market price or anticipated acquisition cost may be used, but the basis of 
pricing must be disclosed. 

(e) Charges for materials, services, and supplies sold or transferred 
between plants, divisions or organizations, under a common control, ordinarily 
shall be allowable to the extent of the lower of cost to the transferor or current 
market price. However, a departure from this basis is permissible where 
(i) the item is regularly manufactured and sold by the contractor through 
commercial channels, and (ii) it is the contractor’s long-established practice 
to price inter-organization transfers at other than cost for commercial work; 
provided that the charge to the contract is not in excess of the transferor’s 
sales price to its most favored customer for the same item in like quantity, or 
the current market price, whichever is lower. 

15-205.23 Organization Costs. Expenditures, such as incorporation fees, 
attorneys’ fees, accountants’ fees, brokers’ fees, fees to promoters and organ- 
izers, in connection with (i) organization or reorganization of a business, or 
(ii) raising capital, are unallowable. 

15-205.24 Other Business Expenses. Included in this item are such re- 
curring expenses as registry and transfer charges resulting from changes in 
ownership of securities issued by the contractor, cost of shareholders’ meetings, 
normal proxy sglicitations, preparation and publication of reports to share- 
holders, preparation and submission of required reports and forms to taxing 
and other regulatory bodies; and incidental costs of directors and committee 
meetings. The above and similar costs are allowable when allocated on an 
equitable basis. 
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15-205.25 Overtime, Extra-Pay Shift and Multi-Shift Premiums. Pre- 
miums for overtime, extra-pay shifts, and multi-shift work are allowable to 
the extent approved pursuant to ASPR 12-102.4, or permitted pursuant to 
ASPR 12-102.5. 

15-205.26 Patent Costs. Costs of preparing disclosures, reports, and 
other documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. In accordance 
with the clauses of the contract relating to patents, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent application 
where title is conveyed to the Government, are allowable. (See ASPR 
15-205.36.) 

15-205.27 Pension Plans. See ASPR 15-205.6. 

15-205.28 Plant Protection Costs. Costs of items such as (i) wages, 
uniforms, and equipment of personnel engaged in plant protection, (ii) deprecia- 
tion on plant protection capital assets, and (iii) necessary expenses to comply 
with military security requirements, are allowable. 

15-205.29 Plant Reconversion Costs. Plant reconversion costs are those 
incurred in the restoration or rehabilitation of the contractor’s facilities to 
approximately the same condition existing immediately prior to the commence- 
ment of the military contract work, fair wear and tear excepted. Reconversion 
costs are unallowable except for the cost of removing Government property 
and the restoration or rehabilitation costs caused by such removal. However, 
in special circumstances where equity so dictates, additional costs may be 
allowed to the extent agreed upon before the costs are incurred. Whenever 
such costs are given consideration, care should be exercised to avoid duplication 
through allowance as contingencies, as additional profit or fee, or in other 
contracts. 

15-205.80 Precontract Costs. Precontract costs are those incurred prior 
to the effective date of the contract directly pursuant to the negotiation and in 
anticipation of the award of the contract where such incurrence is necessary 
to comply with the proposed contract delivery schedule. Such costs are 
allowable to the extent that they would have been allowable if incurred after 
the date of the contract (but see ASPR 15-107). 

15-205.81 Professional Service Costs—Legal, Accounting, Engineering, 
and Other. 

(a) Costs of professional services rendered by the members of a particu- 
lar profession who are not employees of the contractor are allowable, subject 
to (b) and (c) below, when reasonable in relation to the services rendered 
and when not contingent upon recovery of the costs from the Government (but 
see ASPR 15-205.23). 

(b) Factors to be considered in determining the allowability of costs 
in a particular case include: 

(i) the past pattern of such costs, particularly in the years prior to the 
award of Government contracts; 

(ii) the impact of Government contracts on the contractor’s business 
(i.e., what new problems have arisen) ; 

(iii) the nature and scope of managerial services expected of the con- 
tractor’s own organizations; and 
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(iv) whether the proportion of Government work to the contractor’s 
total business is such as to influence the contractor in favor of 
incurring the cost, particularly where the services rendered are 
not of a continuing nature and have little relationship to work 
under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
bona fide services available or rendered. 

(c) Costs of legal, accounting, and consulting services, and related costs, 
incurred in connection with organization and reorganization, defense of anti- 
trust suits, and the prosecution of claims against the Government, are un- 
allowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unallow- 
able unless otherwise provided for in the contract. 

16-205.382 Profits and Losses on Disposition of Plant, Equipment, or 
Other Capital Assets. Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing 
contract costs (but see ASPR 15-205.9(b) as to basis for depreciation). 

15-205.383 Recruiting Costs. Costs of “help wanted” advertising, operat- 
ing costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices 
in the industry are unallowable. 

15-205.84 Rental Costs (Including Sale and Leaseback of Facilities). 

(a) Rental costs of land, building, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors as 
rental costs of comparable facilities and market conditions in the area, the 
type, life expectancy, condition, and value of the facilities leased, options 
available, and other provisions of the rental agreement. Application of these 
factors, in situations where rentals are extensively used, may involve among 
other considerations, comparison of rental costs with the amount which the 
contractor would have received had it owned the facilities. 

(b) Charges in the nature of rent between plants, divisions, or organiza- 
tions under common control are allowable to the extent such charges do not 
exceed the normal costs of ownership, such as depreciation, taxes, insurance, 
and maintenance; provided that no part of such costs shall duplicate any 
other allowed costs. 

(c) Unless otherwise specifically provided in the contract, rental costs 
specified in sale and leaseback agreements, incurred by contractors through 
selling plant facilities to investment organizations, such as insurance com- 
panies, or to private investors, and concurrently leasing back the same facilities, 
are allowable only to the extent that such rentals do not exceed the amount 
which the contractor would have received had it retained legal title to the 
facilities. 
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+ eS (d) The allowability of rental costs under unexpired leases in connection 
with terminations is treated in ASPR 15-205.42(e). 

15-206.86 Research and Development Costs. 

(a) Basic research, for the purpose of this Part 2, is that type of research 
which is directed toward increase of knowledge in science. In such research, 
the primary aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than any practical application thereof. Applied 
research, for the purpose of this Part 2, consists of that type of effort which 
(i) normally follows basic research, but may not be severable from the related 
basic research (ii) attempts to determine and expand the potentialities of new 
scientific discoveries or improvements in technology, materials, processes, 
methods, devices, and techniques, and (iii) attempts to ‘‘advance the state of 
the art.’’ Applied research does not include any such efforts when their 
principal aim is the design, development, or test of specific articles or services 
to be offered for sale, which are within the definition of the term development 
as hereinafter provided. 

(b) Development is the systematic use of scientific knowledge which is 
directed toward the production of, or improvements in, useful products to meet 
specific performance requirements, but exclusive of manufacturing and produc- 
tion engineering. 

(c) A contractor’s independent research and development is that research 
and development which is not sponsored by a contract, grant, or other arrange- 
ment. 

(d) A contractor’s costs of independent research as defined in (a) and (c) 
above shall be allowable as indirect costs (subject to paragraph (h) below), 
provided they are allocated to all work of the contractor. 

(e) Costs of contractor’s independent development, as defined in (b) and 
(c) above (subject to (h) below), are allowable to the extent that such develop- 
ment is related to the product lines for which the Government has contracts, 

provided the costs are reasonable in amount and are allocated as indirect costs 
to all work of the contractor on such product lines. In cases where a con- 
tractor’s normal course of business does not involve production work, the cost 
of independent development is allowable to the extent that such development is 
related and allocated as an indirect cost -to the field of effort of Government 
research and development contracts. 

(f) Independent research and development costs shall include an amount 
for the absorption of their appropriate share of indirect and administrative 
| costs, unless the contractor, in accordance with its accounting practices con- 
| sistently applied, treats such costs “therwise. 

(g) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior to 
the award of a particular contract, are unallowable except where allowable as 
precontract costs (see ASPR 15-205.30). 

| (h) The reasonableness of expenditures for independent research and 

development should be determined in light of all pertinent considerations such 

| as previous contractor research and development activity, cost of past programs 
and changes in science and technology. Such expenditures should be pursuant 
a , * to a broad planned program, which is reasonable in scope and well managed. 
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Such expenditures (especially for development) should be scrutinized with 
great care in connection with contractors whose work is predominantly or sub- 
stantially with the Government. Advance agreements as described in ASPR 
15-107 are particularly important in this situation. In recognition that cost 
sharing of the contractor’s independent research and development program 
may provide motivation for more efficient accomplishment of such program, 
it is desirable in some cases that the Government bear less than an allocable 
share of the total cost of the program. Under these circumstances, the follow- 
ing are among the approaches which may be used as the basis for agreement: 
(i) review of the contractor’s proposed independent research and development 
program and agreement to accept the allocable costs of specific projects; 
(ii) agreement on a maximum dollar limitation of costs, an allocable portion 
of which will be accepted by the Government; (iii) an agreement to accept the 
allocable share of a percentage of the contractor’s planned research and develop- 
ment program. 

15-205.86 Royalties and Other Costs for Use of Patents. 

(a) Royalties on a patent or amortization of the cost of acquiring by pur- 
chase a patent or rights thereto, necessary for the proper performance of the 
contract and applicable to contract products or processes, are allowable unless: 

(i) the Government has a license or the right to free use of the patent; 

(ii) the patent has been adjudicated to be invalid, or has been admin- 
istratively determined to be invalid; 

(iii) the patent is considered to be unenforceable; or 

(iv) the patent is expired. 

(b) Special care should be exercised in determining reasonableness where 
the royalties may have been arrived at as a result of less than arm’s length 
bargaining; e.g.: 

(i) royalties paid to persons, including corporations, affiliated with 
the contractor; 

(ii) royalties paid to unaffiliated parties, including corporations, 
under an agreement entered into in contemplation that a Govern- 
ment contract would be awarded; or 

(iii) royalties paid under an agreement entered into after the award of 
the contract. 

(c) In any case involving a patent formerly owned by the contractor, the 
amount of royalty allowed should not exceed the cost which would have been 
allowed had the contractor retained title thereto. 

(d) See ASPR 15-107, regarding advance understandings. 

15-205.37 Selling Costs. 

(a) Selling costs arise in the marketing of the contractor’s products and 
include costs of sales promotions, negotiation, liaison between Government 
representatives and contractor’s personnel, and other related activities. 

(b) Selling costs are allowable to the extent they are reasonable and are 
allocable to Government business: (but see ASPR 15-107 and 15-205.1). 
Allocability of selling costs will be determined in the light of reasonable benefit 
to the Government arising from such activities as technical, consulting, demon- 
stration, and other services which are for purposes such as application or 
adaptation of the contractor’s products to Government use. 
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(c) Nothwithstanding (b) above, salesmen’s or agents’ compensation, fees, 
commissions, percentages, or brokerage fees, which are contingent upon the 
award of contracts, are allowable only when paid to bona fide employees or 
bona fide established commercial or selling agencies maintained by the con- 
tractor for the purpose of securing business. 

15-205.88 Service and Warranty Costs. Such costs include those arising 
from fulfillment of any contractual obligation of a contractor to provide serv- 
ices, such as installation, training, correcting defects in the products, replacing 
defective parts, making refunds in the case of inadequate performance, etc. 
When not inconsistent with the terms of the contract, such service and warranty 
costs are allowable. However, care should be exercised to avoid duplication of 
the allowance as an element of both estimated product cost and risk. 

15-205.39 Severance Pay. 

(a) Severance pay, also commonly referred to as dismissal wages, is a 
payment in addition to regular salaries and wages, by contractors to workers 
whose employment is being terminated. Costs of severance pay are allowable 
only to the extent that, in each case, it is required by (i) law, (ii) employer- 
employee agreement, (iii) established policy that constitutes, in effect, an 
implied agreement on the contractor’s part, or (iv) circumstance of the particu- 
lar employment. 

(b) Costs of severance payments are divided into two categories as follows: 

(i) actual normal turnover severance payments shall be allocated to all 
work performed in the contractor’s plant; or, where the contractor 
provides for accrual of pay for normal severances such method will 
be acceptable if the amount of the accrual is reasonable in light of 
payments actually made for normal severances over a representa- 
tive past period, and if amounts accrued are allocated to all work 
performed in the contractor’s plant; and 

(ii) abnormal or mass severance pay is of such a conjectural nature 
that measurement of costs by means of an accrual will not achieve 
equity to both parties. Thus accruals for this purpose are not 
allowable. However, the Government recognizes its obligation to 
participate, to the extent of its fair share, in any specific payment. 
Thus, allowability will be considered on a case-by-case basis in the 
event of occurrence. 

15-205.40 Special Tooling Costs. The term “special tooling” means all 
jigs, dies, fixtures, molds, patterns, special taps, special gauges, special test 
equipment, other special equipment and manufacturing aids, and replacements 
thereof, acquired or manufactured by the contractor for use in the performance 
of a contract, which are of such a specialized nature that, without substantial 
modification or alteration, their use is limited to the production of such supplies 
or parts thereof, or the performance of such services, as are peculiar to the 
needs of the Government. The term does not include: (i) items of tooling or 
equipment acquired by the contractor prior to the contract, or replacements 
thereof, whether or not altered or adapted for use in the performance of the 
contract, (ii) consumable small tools, or (iii) general or special machine tools, 
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or similar capital items. The cost of special tooling, when acquired for and its 
usefulness is limited to one or more Government contracts, is allowable and shall 
be allocated to the specific Government contract or contracts for which acquired. 

15-205.41 Tazes. 

(a) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 
In general, taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding oper- 
ations (see ASPR 15-205.17); 

(iii) taxes from which exemptions are available to the contractor directly 
or available to the contractor based on an exemption afforded the 
Government except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption out- 
weighs the corresponding benefits accruing to the Government; and 

(iv) special assessments on land which represent capital improvements. 

(b) Taxes otherwise allowable under (a) above, but upon which a claim of 
illegality or erroneous assessment exists, are allowable; provided that the con- 
tractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer concern- 
ing such taxes; and 

(ii) takes all action directed by the contracting officer arising out of 
(b)(i) above or an independent decision of the Government as to 
the existence of a claim of illegality or erroneous assessment, in- 
cluding cooperation with and for the benefit of the Government to 
(A) determine the legality of such assessment or, (B) secure a 
refuad of such taxes. 

Reasonable costs of any such action undertaken by the contractor at the 
direction or with the concurrence of the contracting officer are allowable. 
Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer or by reason of the failure 
of the contracting officer to assure timely direction after prompt request 
therefor, are also allowable. 

(c) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government in 
the manner directed by the Government, provided any interest actually paid 
or credited to a contractor incident to a refund of tax, interest or penalty shall 
be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by 
the Government for the taxes, interest or penalties. 
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15-205.42 Termination Costs. Contract terminations generally give rise 
to the incurrence of costs, or the need for special treatment of costs, which would 
not have arisen had the contract not been terminated. Cost principles covering 
these items are set forth below. They are to be used in conjunction with the 
remainder of this Part in termination situations. 

(a) Common Items. The cost of items reasonably usable on the con- 
tractor’s other work shall not be allowable unless the contractor sukmits evi- 
dence that it could not retain such items at cost without sustaining a loss. In 
deciding whether such items are reasonably usable on other work of the con- 
tractor, the contracting officer should consider the contractor’s plans and orders 
for current and scheduled production. Contemporaneous purchases of common 
items by the contractor shall be regarded as evidence that such items are reason- 
ably usable on the contractor’s other work. Any acceptance of common items 
as allocable to the terminated portion of the contract should be limited to the 
extent that the quantities of such items on hand, in transit, and on order are in 
excess of the reasonable quantitative requirements of other work. 

(b) Costs Continuing After Termination. If, in a particular case, despite 
all reasonable efforts by the contractor, certain costs cannot be discontinued 
immediately after the effective date of termination, such costs are generally 
allowable within the limitations set forth in this Part, except that any such 
costs continuing after termination due to the negligent or willful failure of the 
contractor to discontinue such costs shall be considered unallowable. 

(c) Initial costs, including starting load and preparatory costs, are allow- 
able, subject to the following: 

(1) Starting load costs are costs of a non-recurring nature arising in the 
early stages of production and not fully absorbed because of the termination. 
Such costs may include the cost of labor and material, and related overhead 
attributable to such factors as 

(i) excessive spoilage resulting from inexperienced labor, 

(ii) idle time and subnormal production occasioned by testing and 

changing methods of processing, 

(iii) employee training, and 

(iv) unfamiliarity or lack of experience with the product, materials, 

manufacturing processes and techniques. 

(2) Preparatory costs are costs incurred in preparing to perform the 
terminated contract, including costs of initial plant rearrangement and altera- 
tions, management and personnel organization, production planning and similar 
activities, but excluding special machinery and equipment and starting load 
costs. 

(3) If initial costs are claimed and have not been segregated on the 
contractor’s books, segregation for settlement purposes shall be made from cost 
reports and schedules which reflect the high unit cost incurred during the early 
stages of the contract. 

(4) When the settlement proposal is on the inventory basis, initial costs 
should normally be allocated on the basis of total end items called for by the 
contract immediately prior to termination; however, if the contract includes 
end items of a diverse nature, some other equitable basis may be used, such as 
machine or labor hours. 
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(5) When initial costs are included in the settlement proposal as a direct 
charge, such costs shall not also be included in overhead. 

(6) Initial costs attributable to only one contract shall not be allocated 
to other contracts. 

(d) Loss of useful value of special tooling, special machinery and equipment 
is generally allowable, provided— 

(i) such special tooling, machinery or equipment is not reasonably 
capable of use in the other work of the contractor; 

(ii) the interest of the Government is protected by transfer of title or 
by other means deemed appropriate by the contracting officer; and 

(iii) the loss of useful value as to any one terminated contract is limited 
to that portion of the acquisition cost which bears the same ratio to 
the total acquisition cost as the terminated portion of the contract 
bears to the entire terminated contract and other Government con- 
tracts for which the special tooling, special machinery and equip- 
ment was acquired. 

(e) Rental costs under unexpired leases are generally allowable where clearly 
shown to have been reasonably necessary for the performance of the terminated 
contract, less the residual value of such leases, if— 

(i) the amount of such rental claimed does not exceed the reasonable 
use value of the property leased for the period of the contract and 
such further period as may be reasonable; and 

(ii) the contractor makes all reasonable efforts to terminate, assign, 
settle, or otherwise reduce the cost of such lease. 

There also may be included the cost of alterations of such leased property, 
provided, such alterations were necessary for the performance of the contract, 
and of reasonable restoration required by the provisions of the lease. 

(f) Settlement expenses including the following are generally allowable: 

(1) accounting, legal, clerical, and similar costs reasonably necessary 

for— 

(i) the preparation and presentation to contracting officers of settle- 
ment claims and supporting data with respect to the terminated 
portion of the contract, and 

(ii) the termination and settlement of subcontracts; and 

(2) reasonable costs for the storage, transportation, protection, and dis- 

position of property acquired or produced for the contract. 

(g) Subcontractor claims, including the allocable portion of claims which 
are common to the contract and to other work of the contractor are generally 
allowable. 

15-205.48 Trade, Business, Technical and Professional Activity Costs. 

(a) Memberships. This category includes costs of memberships in trade, 
business, technical, and professional organizations. Such costs are allowable. 

(b) Subscriptions. This item includes cost of subscriptions to trade, 
business, professional, or technical periodicals. Such costs are allowable. 

(c) Meetings and Conferences. This item includes cost of meals, trans- 
portation, rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of technical 
information or stimulation of production. Such costs are allowable. 
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wt 15-205.44 Training and Educational Costs. 

(a) Costs of preparation and maintenance of a program of instruction at 
noncollege level, designed to increase the vocational effectiveness of bona fide 
employees, including training materials, textbooks, salaries or wages of trainees 
(excluding overtime compensation which might arise therefrom), and 

(i) salaries of the director of training and staff when the training 
program is conducted by the contractor; or 

(ii) tuition and fees when the training is in an institution not operated 
by the contractor; 

are allowable. 

(b) Costs of part-time education, at an under-graduate or post-graduate 
college level, related to the job requirements of bona fide employees, including 
only: 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in lieu of tuition, 
instructors’ salaries and the related share of indirect cost of the 
educational institution to the extent that the sum thereof is not 
in excess of the tuition which would have been paid to the participat- 
ing educational institution; and 

(v) straight-t'me compensation of each employee for time spent 
attending classes during working hours not in excess of 156 hours 
per year where circumstances do not permit the operation of classes 
or attendance at classes after regular working hours; 

are allowable. 

(c) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with fulltime 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a total 
period not to exceed one school year for each employee so trained, are allowable. 
In unusual cases where required by military technology, the period may be 
extended. 

(d) Maintenance expense, and normal depreciation or fair rental, on 
facilities owned or leased by the contractor for training purposes are allowable 
to the extent set forth in ASPR 15-205.20, 15-205.9, and 15-205.34, respectively. 

(e) Grants to educational or training institutions, including the donation 
of facilities or other properties, scholarships or fellowships, are considered 
contributions and are unallowable. 

15-205.45 Transportation Costs. Transportation costs include freight, 
express, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. These costs are allowable. When such costs can readily 
be identified with the items involved, they may be directly costed as transpor- 
tation costs or added to the cost of such items (see ASPR 15-205.22). Where 
identification with the materials received cannot readily be made, inbound 
transportation costs may be charged to the appropriate indirect cost accounts 
if the contractor follows a consistent, equitable procedure in this respect. Out- 
bound freight, if reimbursable under the terms of the contract, shall be treated 

his as a direct cost. 
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15-205.46 Travel Costs. 

(a) Travel costs include costs of transportation, lodging, subsistence, and 
incidental expenses, incurred by contractor personnel in a travel status while 
on official company business. 

(b) Travel costs may be based upon actual costs incurred, or on a per 
diem or mileage basis in lieu of actual costs, or on a combination of the two, 
provided the method used does not result in an unreasonable charge. 

(c) Travel costs incurred in the normal course of over-all administration 
of the business are allowable and shall be treated as indirect costs. 

(d) Travel costs directly attributable to specific contract performance 
are allowable and may be charged to the contract in accordance with the 
pinciple of direct costing (see ASPR 15-202). 

(e) Necessary, reasonable costs of family movements and personnel 
movements of a special or mass nature are allowable, subject to allocation on 
the basis of work or time period benefited when appropriate. (But see ASPR 
15-107.) 

(Next page is 1529] 
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15-301 General. 

(a) It is the intent of these principles to provide Department of Defense 
agencies and educational institutions with a common basis for determining the 
allowable costs of research sponsored by the Federal Government. Application 
of these principles should enable such agencies and institutions to identify the 
allowable direct costs of such research, plus the allocable portion of the 
allowable indirect costs, less applicable credits. The tests of allowability of 
costs applied in these principles are reasonableness and allocability under 
consistently applied generally accepted cost accounting principles and prac- 
tices; however, these provisions are subject to any limitations as to types or 
amounts of costs set forth in the research agreement. 

(b) These principles do not attempt to identify the circumstances or dic- 
tate the extent of agency and institution participation in the financing of a 
particular research and development project, but rather are confined to the 
subject of cost determination. Arrangements concerning financial participa- 
tion are properly the subject of negotiation between the contracting officer and 
the educational institution concerned. 

(c) These principles should be applied to all Department of Defense 
sponsored research at an educational institution, including research conducted 
at locations other than the main campus of the institution. 

(d) A negotiated fixed amount in lieu of indirect costs may be appropriate 
in certain instances for off-campus or segregated research projects where 
(i) research agreements are charged directly for the cost of many of their 
administrative or housekeeping services, or (ii) the cost of benefits derived 
from an institution’s indirect services cannot be readily determined by use of 
apportionment or allocation bases normally employed, or (iii) the costs of 
apportioning and allocating expenses to research agreements are excessive. 
The negotiated amount should not exceed a conservative estimate of anticipated 
indirect costs. 


15-302 Definitions. As used in this Part, the following terms have the 
meanings stated below: 

15-302.1 Research agreements are agreements to perform Federally spon- 
sored research through grants, cost-reimbursement type contracts, cost-reim- 
bursement type subcontracts, and fixed-price contracts and subcontracts for 
research. 

15-302.2 Apportionment is the process by which the indirect costs of the 
institution are assigned to (i) instruction and research, and (ii) other institu- 
tional activities. 
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15-302.3 Allocation is the process by which the indirect costs apportioned 
to instruction and research are distributed to research agreements. 

15-302.4 Sponsoring agency means the Federal agency for which the 
institution is performing research. Its use in this document does not imply 
a change in concept or intent for those agencies that have traditionally used 
a grant rather than a contractual instrument. 

15-302.5 Original complement means the complement of equipment ini- 
tially placed in buildings to perform the functions.currently being performed 
in such buildings. If a permanent change in the function of a building takes 
place, a redetermination of the original complement of equipment may be 
made at that time to establish a new original complement. 

15-302.6 Other institutional activities means all organized activities of an 
institution not directly related to the instruction and research functions, such 
as residence halls, dining halls, student hospitals, student unions, intercollegiate 
athletics, book stores, faculty housing, student apartments, guest houses, 
chapels, theaters, public museums, financial campaigns, and other similar 
acitivities or auxiliary enterprises. Also included under this definition is any 
category of cost treated as ‘unallowable,’ provided such category of cost 
identifies a function or activity to which a portion of the institution’s general 
overhead expenses are properly allocable. 


15-303 Direct Costs. Direct costs are those identified as having been 
specifically incurred to perform a particular research agreement. The general 
types of direct costs are: 

(i) direct salaries and wages, including employee benefit expenses and 
pension plan costs (see ASPR 15-307) to the extent that they are 
consistently treated by the educational institution as a direct rather 
than an indirect cost, are those applicable directly to the perform- 
ance of a research agreement. Such salaries and wages should be 
charged at the actual rates paid by the institution. Where pro- 
fessional staff paid on a salary basis work directly part time on a 
research agreement, current and reasonable estimates of time spent 
may be used in the absence of actual time records; 

(ii) direct material costs include raw materials, purchased or supplied 

from stock, which are directly consumed or expended in the per- 
formance of a research agreement, or are otherwise applicable 
directly to a research agreement; and 

(iii) other direct costs include other expenses related directly to a par- 
ticular research agreement or project, including abnormal utility 
consumption. This may include services purchased from institution 
service operations, provided such are consistently treated as direct 
rather than indirect costs and are priced under a recognized method 
of costing or pricing designed to recover only actual costs and 
conforming to generally accepted cost accounting practices con- 
sistently followed by the institution. Purchases of equipment will 
be included under this heading only to the extent expressly pro- 
vided for in the research agreement or approved pursuant to such 
agreement. 
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15-304 Indirect Costs. Indirect costs are those which, because of their 
incurrence for common or joint objectives, are not readily subject to treatment 
as direct costs of research agreements or other activities. The general types 
of indirect costs are: 

(i) general administration and general expenses are those incurred for 
the general executive and administrative offices of educational 
institutions and other expenses of a general character which do 
not relate solely to any specific division of the institution. Em- 
ployee benefit expenses and pension plan costs may be included 
in this category to the extent that they are consistently treated 
by the educational institution as an indirect rather than a direct 
cost; 

(ii) research administration expenses are those which apply to research 
administered in whole or in part by a separate organization or 
an identifiable administrative unit. Examples of work relating 
to research which is sometimes performed under such organiza- 
tional arrangment are: contract administration, security, pur- 
chasing, personnel administration, and editing and publishing 
of research data; 

(iii) operation and maintenance expenses are those incurred for operating 
and maintaining the institution’s physical plant. They include 
expenses normally incurred by the institution for administration 
or supervision of the physical plant; janitorial service; repairs 
and ordinary or normal alterations of buildings, furniture and 
equipment; care and maintenance of grounds; utilities; and other 
expenses customarily associated with the operation, maintenance, 
preservation and protection of the physical plant; 

(iv) library expenses are those incurred for direct operation of the 
library plus a use allowance for library books. The use allowance 
shall not exceed eight cents per volume per year; 

(v) use allowance is a means of compensation for the use of buildings, 
capital improvements, and equipment over and above the expenses 
for operation.and maintenance when depreciation or other equiva- 
lent costs are not considered. The use allowance for buildings and 
improvements shall be computed at an annual rate not to exceed 
two percent (2%) of acquisition cost. The use allowance for equip- 
ment shall be computed at an annual rate not exceeding six and 
two-thirds percent (6%%) of acquisition cost of usable equipment 
in those cases where the institution maintains current records with 
Tespect to such equipment on hand. Where the institution’s 
records reflect only the cost (actual or estimated) of the original 
complement of equipment, the use allowance shall be computed 
at an annual rate not exceeding ten percent (10%) of such cost. 
In those cases where no equipment records are maintained, the in- 
stitution will justify a reasonable estimate of the acquisition cost of 
usable equipment which may be used to compute the use allowance 
at an annual rate not exceeding six and two-thirds percent (6%%) 


ARMED SERVICES PROCUREMENT REGULATION q 15-304 











104 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Issued 2 November 1959 
1532 CONTRACT COST PRINCIPLES AND PROCEDURES 


of such estimate. Computation of the use allowance shall exclude 
the portion of the cost of buildings and equipment paid for out of 
Federal funds and the cost of grounds; and 

(vi) indirect department expenses are those incurred for departmental 
administration, such as salaries of deans or heads of colleges, 
schools, departments or divisions, and related secretarial and other 
administrative expenses. 


15-305 Applicable Costs. 

(a) The cost of a research agreement is comprised of the allowable direct 
costs incident to its performance, plus the allocable portion of the allowable 
indirect costs of the institution, less applicable credits. 

(b) When any types of expense ordinarily treated as indirect costs are 
charged to a research agreement as direct costs, the costs of similar items ap- 
plicable to other activities of the institution must be eliminated from indirect 
costs allocable to the research agreement. 

(c) Where a particular understanding has been reached regarding specific 
items of cost to be reimbursed, the research agreement should clearly state 
such understanding. 

(d) ASPR 15-307 provides standards to be applied in determining the 
allowability of certain items of cost and also identifies certain types of ex- 
penditures which relate solely to instruction and therefore do not enter into 
the costs of research agreements, either as direct costs or indirect costs; such 
costs of instruction shall be excluded from the computations provided herein. 


15-306 Determination of Indirect Costs. 

15-306.1 General. 

(a) In determining the indirect costs applicable to Federally sponsored 
research agreements, the allowable indirect costs should first be apportioned 
equitably between (i) instruction and research activity and (ii) other insti- 
tutional activities, as provided in ASPR 15-306.2. 

(b) The amounts of indirect costs apportioned to instruction and research 
should then be allocated in an equitable manner to research agreements, as 
provided in ASPR 15-306.3. 

(c) Actual conditions must be taken into account in determining the most 
suitable method or methods to be used in the apportionment and allocation 
of indirect costs. The objective should be the selection of a method or methods 
which will distribute the indirect costs in a fair and equitable manner to the 
Government research and development work and other work of the institu- 
tion, giving due consideration to the nature and extent of the use of the in- 
stitution’s facilities by research personnel, academic staff, students and other 
personnel or activities, and to the materiality of the amounts involved. The 
methods used should conform with generally accepted cost accounting prac- 
tices, provide uniformity of treatment for like cost elements, be applied con- 
sistently, and produce equitable results. Any significant change, such as in 
the nature or extent of Government work or other activities sponsored or 
conducted by the institution, may require reconsideration of the methods 
previously in use to determine whether they continue to be equitable. 
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15-306.2 Apportionment. Where indirect costs relate to research, in- 
struction, and other activities, such indirect costs shall be apportioned as be- 
tween instruction and research activities, and other institutional activities as 
defined in ASPR 15-302.6. The apportionment shall be made as follows: 

(i) general administration and general expenses, on the basis of total 
expenditures: if more appropriate in the circumstances, however, 
other bases may be used; 

(ii) operation and maintenance of the physical plant, if not separately 
costed, on the basis of total square or cubic footage of the build- 
ings; and 

(iii) other types of indirect costs normally do not require apportionment, 
where they do, an equitable basis for making the apportionment 
should be selected. 

15-306.3 Allocation. 

(a) After determination of the total amount of indirect costs applicable to 
instruction and research activities, such indirect costs shall in turn be allocated 
between instruction activities and research agreements as described in (b), 
(c), (d), and (e) below. 

(b) The following criteria should be used with such appropriate modifi- 
cations as will under the circumstances produce reasonably equitable allocation 
of the indirect costs associated with research agreements: 

(i) general administration and general expenses should normally be 
allocated on the basis of total expenditures (exclusive of capital 
expenditures and use allowances) if equitable, direct salaries and 
wages, or other bases appropriate in the circumstances; 

(ii) research administration expenses should be allocated to (A) applicable 
research agreements and (B) other research benefitting therefrom 
on the basis of records reflecting the proportion fairly applicable to 
each or, in the absence of such records, on the basis of a reasonable 
estimate: 

(iii) operation and maintenance expenses should be allocated on a basis 
that gives primary emphasis to space utilization. The amount 
allocated may be developed as follows: 

(A) where actual space and related cost records are or can readily 
be maintained without significant change in the accounting 
practices, the amount allocated to research agreements 
should be based on such data: 
where the space and related cost records maintained are not 
sufficient for purposes of (A) above, a reasonable estimate 
of the proportion of total space assigned to research agree- 
ments normally will suffice, and this proportion of operation 
and maintenance expense should be allocated to research 
agreements. Where it can be established that the cost of 
maintaining space assigned to research varies significantly 
from the cost of maintaining other space, appropriate weight- 
ing factors may be used to give effect to such variations: 


(B 


~~ 
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(C) where more definitive information is not available, either of 
the following simplified techniques for determining space 
may be used, as most appropriate— 

(I) reduce the total space identified with instruction and 
research by the amount of space occupied by under- 
graduate students, including appropriate portions of 
classrooms and access and related space. Reduce by the 
same proportion the amount of maintenance and opera- 
tion expense that has been apportioned to instruction and 
research, and then allocate to research agreements on the 
basis of the relationship that direct salaries and wages 
of research agreements bears to direct salaries and wages 
of instruction and research; or 

(II) prepare a reasonable estimate of the average gross space 
assigned per research worker, and extend to the equiv- 
alent annual number of research workers under research 
agreements. The resulting product should then be 
related to total space assigned to instruction and research 
in order to obtain the proportion of space utilized for 
research agreements. The resulting proportion should 
then be applied to operation and maintenance expense to 
obtain the amount allocable to research agreements; or 

(III) where it can be demonstrated that an area or volume of 

, space basis of allocation is impractical or inequitable, 
other bases may be used provided consideration is given 
to the use of facilities by research personnel and others, 
including students; 

library expenses should normally be noated to research agreements 
on the basis of population including students and other users. 
Where appropriate, consideration may be given to weighting seg- 
ments of the population figures as necessary to produce equitable 
results; 

use allowance for buildings and equipment should, if depreciation or 
other equivalent costs are not considered, be computed in accord- 
ance with ASPR 15-304(v). The cost of buildings and equipment 
used by “other institutional activities” (as defined in ASPR 15- 
302.6) should be excluded from any computation of use allowances. 
If available records permit, use allowances may be specifically 
allocated in whole or in part to research agreements. In the absence 
of such usable records, use allowance may be allocated to research 
agreements on the same basis as that used for allocating operation 
and maintenance expenses; and 

indirect. departmental expenses; the salaries and wages of depart- 
mental heads and their offices, including the allocated portion of 
deans of schools and their offices, which jointly benefit both research 
agreements and other activities should be allocated between research 
agreements administered or supervised by the department and other 
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work of the department on any equitable basis, possibly direct 
salaries and wages, total direct expenditures, or approximate time 
so devoted. Where equitable results would be obtained, the dis- 
tribution may be made on a composite base which would include 
all schools and departments. 

(c) Indirect costs allocated to research agreements normally should be 
treated as a common pool. The costs in such common pool should then be 
distributed to individual research agreements benefiting therefrom on a single 
rate basis. This rate will be the percentage which the indirect cost pool is 
of direct salaries and wages of the applicable research agreements. If appro- 
priate, total direct expenditures may be used rather than salaries and wages. 

(d) It is recognized that in certain cases, due to the nature of the work, 
the facilities or personnel involved, or other considerations, the application of a 
single indirect expense rate on research agreements may produce inequitable 
results to the institution or to the Government. In such cases, it may be 
necessary to develop two or more indirect expense rates by means of: (i) appro- 
priate adjustment to the basic indirect expense rate developed through use of 
the common pool, or (ii) segregation of the indirect expenses allocated to 
research agreements into two or more indirect expense pools. In the latter 
case, the costs in each such pool will be distributed to the specific research 
agreements benefiting therefrom on the basis of direct wages and salaries or 
total direct expenditures, as appropriate. Examples of conditions which may 
justify the development of two or more pools of indirect expense are: 

(i) where the nature of a particular type of overhead cost requires a 
different basis of allocation to produce equitable results; 

(ii) where a research agreement or group of agreements or the facility 
in which such agreement(s) is performed provides its own services 
to a significant degree, as may be in the case of a hospital or a 
segregated or off-campus facility; 

(iii) where a research agreement requires significantly different degrees 
of indirect services from the institution. For example, such con- 
ditions may exist where: (A) significant amounts of Government- 
‘owned facilities or equipment are provided in lieu of that normally 
furnished by the institution, (B) a research agreement requires an 
unusual amount of power or other utilities, (C) the cost of a special 
library provided in lieu of regular library services is reimbursed by 
the Government, or (D) construction constitutes a significant 
portion of the work; and 

(iv) where it is appropriate to associate certain costs more directly with 
the activities benefited, such as where the research work is per- 
formed on one campus of a multicampus university. 

(e) Where research is separately administered, in whole or in part, or 
separate services are provided in lieu of those services normally provided by 
the institution, the cost of the normal institutional administration or other 
services replaced thereby shall be excluded from allocation to such research. 
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15-306.4 Overhead Determinations Acceptable Under Special Circumstances. 

(a) Indirect costs may be claimed at a rate which is anticipated to be less 
than that which would otherwise be allowable with provisions made in the 
research agreement for adjustment if actual costs subsequently proved to be 
less than the claimed rate. 

(b) The degree of preciseness required in the computation of indirect costs 
will be influenced by considerations such as the materiality of the amounts 
involved, the size of the educational institution, and the aggregate dollar 
volume of Government-sponsored research at the institution. Generally, where 
the total direct cost of Government-sponsored research and development work 
at an institution does not exceed $250,000 in a year, the use of abbreviated 
procedures in the determination of allowable indirect costs may be acceptable 
when the results obtained are equitable. For example, educational institutions 
which have a relatively small dollar volume of Government-sponsored research 
may compute allowable indirect expenses on the basis of data available in the 
institution’s financial reports. One permissible method in such cases would 
contemplate the use of a single indirect expense pool composed of: 

. (i) general and administrative expenses, exclusive of unallowable costs 
(ASPR 15-307), but inclusive of allocable salaries and expenses of 
deans of schools and department heads: 

(ii) operation and maintenance expenses; and 

(iii) library expenses. 
The indirect expense pool should then be allocated to research agreements and 
other activities of the institution on any equitable basis, possibly total expendi- 
tures (exclusive of capital expenditures). 


15-307 General Standards for Selected Items of Cost. 

15-307.1 Purpose and Applicability. 

(a) This paragraph 15-307 provides standards to be applied to the extent 
deemed practicable in determining the allowability of certain items of cost. 
These standards should apply irrespective of whether a particular item of cost 
is properly treated as direct cost or indirect cost. Failure to mention a partic- 
ular item of cost in the standards should not imply that it is either allowable 
or unallowable; rather determination as to allowability in such case should be 
based on the treatment or standards provided for similar or related items of 
cost. 

(b) In case of discrepancy between the provisions of a specific research 
agreement and the applicable standards, the provisions of the research agree- 
ment should govern. 

15-807.2 Costs Applicable to Instruction. Except as specifically noted, 
the following types of costs apply only to instruction and therefore do not 
enter into the costs of research agreements, either as direct costs or indirect 
costs, unless specific provision is made therefor in the research agreement: 

(i) commencement and convocation costs; 

(ii) sabbatical leave costs, including leave of absence to employees for 
performance of graduate work or sabbatical study, travel, or re- 
search; 
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(iii) scholarships, fellowships, tuition and other forms of student aid 
costs. However, in certain cases such costs may be allocable in 
part to research agreements under the conditions set forth in ASPR 
15-307.3(ii) ; and 

(iv) student services costs, including such activities as deans of students, 
administration of student affairs, registrar, placement offices, 
student advisers, student health and infirmary services, and such 
other activities as are identifiable with student services. However, 
in the case of students actually engaged in work under research 
agreements, a proportion of student service costs measured by 
the relationship between hours of work by students on such research 
work and total student hours including all research time may be 
allowed as a part of research administration expenses. 

15-307.8 Allowable and Unallowable Costs. 

(a) Advertising costs include the cost of advertising media and related 
technical and administrative costs. Only the following advertising costs are 
allowable: (i) help wanted advertising, (ii) other advertising necessary for the 
performance of the research agreement to the extent authorized. 

(b) Bad debts including losses (whether actual or estimated) arising from 
uncollectible accounts and other claims, related collection costs, and related 
legal costs are unallowable. 

(c) Capital expenditures are unallowable except as provided for in the 
research agreement. This includes costs of books, equipment and buildings, 
as well as repairs which materially increase the value or useful life of such 
equipment or buildings. 

(d) Civil defense costs are those incurred in planning for, and the protection 
of life and property against, the possible effects of enemy attack. Reasonable 
costs of civil defense measures (including costs in excess of normal plant pro- 
tection costs, first aid training and supplies, fire-fighting training, posting of 
additional exit notices and directions, and other approved civil defense meas- 
ures) undertaken on the institution’s premises pursuant to suggestions or 
requirements of civil defense authorities are allowable when apportioned to 
all activities of the institution. Capital expenditures for civil defense purposes 
shall not be allowed, but a use allowance may be permitted in accordance with 
provisions set forth elsewhere. Costs of local civil defense projects not on the 
institution’s premises are unallowable. 

(e) Communication costs including telephone services, local and long dis- 
tance telephone calls, telegrams, radiograms, postage and the like are allowable. 

(f) Compensation for personal services. Each institution shall maintain 
control over its salary and wage rates according to its established policy con- 
sistently applied, provided, however, that the excess of salary and wage rates 
paid to personnel working on Government research agreements over salary and 
wage rates paid to personnel working on the institution’s departmental re- 
search or other research will not be allowed unless specifically provided in the 
agreement or approved by the contracting officer. This principle does not pro- 
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hibit the charging of the full salary of any temporary employee in whose favor 
a salary differential exists solely by virtue of the nature of his employment in 
accordance with the regular practice of the institution concerned. Faculty 
members shall be considered as employed for the period represented by the sum 
of all semesters and other periods during which they are required to work under 
the practice of the institution concerned. (Example: Professor of X institu- 
tion is required to work two semesters of 4% months each, or a total of nine 
months out of the academic year. His compensation is $5,400.00. During 
the summer months, July, August, and September, he works full time on Gov- 
ernment research projects in the institution laboratory. Unless the established 
practice of the institution relating to summer compensation, not based on 
Government contract experience, would result in a different computation, his 
compensation for that period, chargeable by the institution to the Government 
research agreement, will be $1,800.00, computed as follows: ($5,400.00+ 
9=$600.00; $600.00 multiplied by 3=$1,800.00)). 

(g) Contingency provisions to provide for events the occurrence of which 
cannot be foretold with certainty as to time, intensity, or with an assurance of 
their happening, are unallowable. 

(h) Deans of faculty and graduate schools, or their equivalents, including 
their staffs and related expenses are allowable. 

(i) Employee morale, health, and welfare costs and credits, such as house pub- 
lications, health or first aid clinics and/or infirmaries, recreational activities, and 
employees’ counseling services, incurred in accordance with the institution’s 
established practice or custom for the improvement of working conditions, em- 
ployer-employee relations, employee morale, and employee performance, are 
allowable. Such costs shall be equitably apportioned to all activities of the 
institution. Income generated from any of these activities shall be credited 
to the cost thereof unless such income has been irrevocably set over to employee 
welfare organization. 

(j) Entertainment costs including costs of amusement, social activities, 
entertainment, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable. 

(k) Equipment and other facilities. The cost of equipment or other facili- 
ties, including books purchased specifically for use on the project, are allowable 
where such purchases are approved by the sponsoring agency concerned or pro- 
vided for by the terms of the research agreement. 

(1) Fines and penalties. Costs resulting from violations of, or failure of 
the institution to comply with, Federal, State, and local laws and regulations 
are unallowable except when incurred as a result of compliance with specific 
provisions of the research agreement, or instructions in writing from the con- 
tracting officer. 

(m) Insurance and indemnification. 

(1) Insurance includes those types of insurance which the institution is 
required to carry, or which is approved, under the terms of the research agree- 
ment, and any other insurance which the institution maintains in the general 
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conduct of its activities. Indemnification includes securing the institution 
against liabilities to third persons and other losses not compensated by insurance 
or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the research agreement, are allowable. 

(3) Costs of other insurance maintained by the institution in connection 
with the general conduct of its activities, are allowable subject to the following 
limitations: 

(i) types and extent and cost of coverage shall be in accordance with 
sound institutional practice; 

(ii) costs of insurance or of any contributions to any reserve covering 
the risk of loss of or damage to Government-owned property are 
unallowable except to the extent that the Government shall have 
required or approved such costs; 

(iii) contributions to a reserve for an approved self-insurance program 
are allowable to the extent that the types of coverage, extent of 
coverage, and the rates and premiums would have been allowed 
had insurance been purchased to cover the risks; 

(iv) costs of insurance on the lives of officers or trustees are unallow- 
able except where such insurance is part of an employee plan which 
is not unduly restricted; and 
actual losses which could have been covered by permissible in- 
surance (through an approved self-insurance program or otherwise) 
are unallowable unless expressly provided for in the research agree- 
ment, except: (A) costs incurred because of losses not covered 
under nominal deductible insurance coverage provided in keeping 
with sound business practice are allowable; and (B) minor losses 
not covered by insurance, such as spoilage, breakage and disap- 
pearance of small hand tools, which occur in the ordinary course 
of doing business, are allowable. 

(n) Interest costs for interest on borrowed capital or temporary use of 
endowment funds, however represented, are unallowable. 

(0) Investment counsel and staff costs are unallowable. 

(p) Labor relations costs incurred in-maintaining satisfactory relations 
between the institution and its employees, including costs of labor management 
committees, employees’ publications, and other related activities are allowable. 

(q) Losses on other research agreements or contracts. Any excess of costs 
over income under any other research agreement or contract of any nature is 
unallowable. This includes, but is not limited to, the institution’s contributed 
portion by reason of cost-sharing agreements or any under-recoveries through 
negotiation of flat amounts for overhead. 

(r) Maintenance and repair costs necessary for the upkeep of property 
(including Government property unless otherwise provided for) which neither 
add to the permanent value of the property nor appreciably prolong its intended 
life but keep it in an efficient operating condition, are allowable. 


(v 


~~ 
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(s) Material costs of purchased materials, supplies, and fabricated parts 
directly or indirectly related to the research agreement are allowable. Pur- 


chases made specificially for the research agreement should be charged thereto tic 
at their actual prices after deducting all cash discounts, trade discounts, rebates, su 
and allowances received by the institution. Withdrawals from general stores re 
or stockrooms should be charged at their cost under any recognized method of Gi 
pricing stores withdrawals conforming to sound accounting practices con- by 
sistently followed by the institution. Incoming transportation charges are a 

proper part of material cost. Direct material cost should include only the ma- a 


terials and supplies actually used for the performance of the research agreement, 
and due credit should be given for any excess materials retained, or returned 
to vendors. Due credit should be given for all proceeds or value received for 
any scrap resulting from work under the research agreement. Where Govern- 
ment-donated or furnished material is used in performing the research agrec- 
ment, such material will be used without charge. 
(t) Memberships, subscriptions, and professional activity costs. 

(1) Membership costs of the institution’s membership in civic, business, 
technical, and professional organizations are allowable. 

(2) Subscription costs of the institution’s subscriptions to civic, business, 
professional, and technical periodicials are allowable, excepting those obtained 
for the library for which a use allowance is made. ) 





(3) Meetings and conferences. This item includes cost of meals, trans- co 
portation, rental of facilities for meetings, and costs incidental thereto, when the pl 
primary purpose of the incurrence of such costs is the dissemination of technical le 
information. Such costs are allowable. ne 

(u) Patent costs. Costs of preparing disclosures, reports, and other pl 
documents required by the research agreement and of searching the art to the 
extent necessary to make such invention disclosures, are allowable. In accord- P 
ance with the clauses of the research agreement relating to patents, costs of m 
preparing documents and any other patent costs, in connection with the filing te 
of a patent application where title is conveyed to the Government, are allow- 
able. (See also (ff) below.) G 
(v) Pension plan costs are allowable if in accordance with the eatablished th 
policies of the institution, provided such policies meet the test of reasonable- in 
ness and the methods of cost allocation are not discriminatory, and provided o! 
appropriate adjustments are made for credits or gains arising out of normal tr 
and abnormal employee turnover or any other contingencies that can result in ti 
forfeitures by employees which inure to the benefit of the institution. cl 
(w) Plant security costs including wages, uniforms and equipment of per- ti 
sonnel engaged in plant protection, and necessary expenses to comply with n 
Government security requirements, are allowable. a 
(x) Preresearch agreement costs are those which are incurred prior to the 
effective date of the research agreement whether or not they would have been | SI 
allowable thereunder if incurred after such date. Such costs are unallowable \ al 


unless specifically set forth and identified in the research agreement. 
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(y) Professional service costs—legal, accounting, engineering and other. 

(1) Costs of professional services rendered by the members of a par- 
ticular profession who are not employees of the institution are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the 
Government. Retainer fees to be allowable must be reasonably supported 
by evidence of services rendered. 

(2) Factors to be considered in determining the allowability of costs in 
a particular case include: 

(i) the past pattern of such costs, particularly in the years prior to the 
award of Government research agreements; 

(ii) the impact of Government research agreements on the institution’s 

total activity; 

(iii) the nature and scope of managerial services expected of the 

institution’s own organization; and 

(iv) whether the proportion of Government work to the institution’s 

total activity is such as to influence the institution in favor of 
incurring the cost, particularly where the services rendered are 
not of a continuing nature and have little relationship to work 
under Government research agreements. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, and the 
prosecution of claims against the Government, are unallowable. Costs of 
legal, accounting and consulting services, and related costs, incurred in con- 
nection with patent infringement litigation, are unallowable unless otherwise 
provided for in the research agreement. 

(z) Profits and losses on disposition of plant, equipment, or capital assets. 
Profits or losses of any nature arising from the sale or exchange of plant, equip- 
ment, or other capital assets, including sale or exchange of either short- or long- 
term investments, shall be excluded in computing research agreement costs. 

(aa) Proposal costs are the costs of preparing bids or proposals on potential 
Government and non-Government research agreements or projects, including 
the development of engineering data and cost data necessary to support the 
institution’s bids or proposals. Proposal costs of the current accounting period 
of both successful and unsucessful bids and proposals normally should be 
treated as indirect costs and allocated currently to all activities of the institu- 
tion, and no proposal costs of past accounting periods shall be allocable in the 
current period to the Government research agreement. However, the institu- 
tion’s established practices may be to treat proposal costs by some other recog- 
nized method. Regardless of the method used, the results obtained may be 
accepted only if found to be reasonable and equitable. 

(bb) Public information services costs such as news releases pertaining to 
specific research or scientific accomplishment are unallowable unless specifically 
authorized by the sponsoring agency. 
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(cc) Rearrangement and alteration costs. Ordinary or normal rearrange- 
ment and alteration costs are allowable. Special arrangement and alteration 
costs incurred specifically for the project are allowable when such work has 
been approved in advance by the sponsoring agency concerned. 

(dd) Reconversion costs are those incurred in the restoration or rehabilita- 
tion of the institution’s facilities to approximately the same condition existing 
immediately prior to commencement of Government research agreement work, 
fair wear and tear excepted. Reconversion costs are allowable, only to the 
extent of the cost of removing Government property and the restoration or 
rehabilitation costs caused by such removal. 

(ee) Recruiting costs such as “help wanted”’ advertising, operating costs 
of an employment office necessary to secure and maintain an adequate staff, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment, are allowable. 
Where the institution uses employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costs of special benefits 
or emoluments offered to prospective employees beyond recognized practices 
for recruiting such personnel are unallowable. 

(ff) Royalties and other costs for use of patents. Royalties on a patent or 
amortization of the cost of acquiring a patent or invention or rights thereto, 
necessary for the proper performance of the research agreement and applicable 
to tasks or processes thereunder, are allowable unless: 

(i) the Government has a license or the right to free use of the patent; 

(ii) the patent has been adjudicated to be invalid or has been adminis- 
tratively determined to be invalid; 

(iii) the patent is considered to be unenforceable; or 
(iv) the patent has expired. 

(gg) Severance pay is a payment, in addition to regular salaries and wages, 
by institutions to employees whose services have been terminated. Severance 
pay is allowable as a cost only to the extent that it is required by law, employer- 
employee agreement, established policy that constitutes in effect an implied 
agreement on the institution’s part, or circumstances of the particular em- 
ployment. Severance payments are divided into two categories as follows: 

(i) those due to normal, recurring turnover. The actual costs of such 
severance payments shall be regarded as expense applicable to the 
current fiscal year and equitably apportioned to the institution’s 
activities during that period; and 

(ii) those due to abnormal or mass terminations. Abnormal or mass 
severance pay is of such a conjectural nature that measurement of 
cost by means of an accrual will not achieve equity to both parties. 
Thus accruals for this purpose are not allowable. However, the 
Government recognizes its obligation to participate, to the extent 
of its fair share, in any specific payment. Thus, allowability will 
be considered on a case-by-case basis. 

(hh) Special services costs, such as general public relations activities, 
catalogs, and alumni activities, are unallowable. 

(ii) Staff benefits are allowances and services provided by the institution 
to its employees as compensation in addition to regular wages and salaries. 
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Costs of such staff benefits are allowable and include vacations, holidays, sick 
leave, military leave, employee insurance, social security taxes and workmen’s 
compensation insurance. The payment of tuition or remission of tuition for 
employees and their families are allowable to the extent that such payments 
or remissions are made under established policies consistently applied. 

(jj) Taxes. In general, taxes which the institution is required to pay and 
which are paid or accrued in accordance with generally accepted accounting 
principles, and payments made to local governments in lieu of taxes which are 
commensurate with the local government services received are allowable, ex- 
cept for: 

(i) taxes from which exemptions are available to the institution directly 
or which are available to the institution based on an exemption 
afforded the Government and in the latter case when the sponsoring 
agency makes available the necessary exemption certificates; and 

(ii) special assessments on land which represent capital improvements. 
Any refund of taxes, interest, or penalties, and any payment to the institution 
of interest thereon, attributable to taxes, interest, or penalties which were 
allowed as research agreement costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Government provided any interest actually 
paid or credited to an institution incident to a refund of tax, interest, and 
penalty shall be paid or credited to the Government only to the extent that 
such interest accrued over the period during which the institution had been 
reimbursed by the Government for the taxes, interest, and penalties. 

(kk) Transportation costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. These costs are allowable. When such costs can readily be 
identified with the items involved, they may be direct costed as transportation 
costs or added to the cost of such items. Where identification with the mate- 
rials received cannot readily be made, inbound transportation costs may be 
charged to the appropriate indirect cost accounts if the institution follows a 
consistent; equitable procedure in this respect. Outbound freight, if reim- 
bursable under the terms of the research agreement, should be treated as a 
direct cost. 

(ll) Travel costs. (1) Travel costs consist of transportation, lodging sub- 
sistence, and incidental expenses. 

(2) Travel costs incurred by institution personnel in a travel status 
while on specific research business are allowable. 

(3) Travel costs incurred in the normal course of over-all administration 
of the institution and applicable to the entire institution are allowable. Such 
costs shall be equitably apportioned to all work of the institution. 

(4) Subsistence and lodging, including tips or similar incidental] costs, 
are allowable either on an actual or per diem basis. The basis selected shall 
apply to an entire trip and not selected days of the trip. 

(5) Costs of personnel movement of a special or mass nature are allow- 
able only when authorized or approved in writing by the sponsoring agency or 
its authorized representative. 
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(mm) Termination Costs. (1) Contract termination generally gives rise 
to the incurrence of costs or to the need for special treatment of costs, which 
would not have arisen had the contract not been terminated. Items peculiar 
to termination are set forth below. They are to be used in conjunction with 
all other provisions of this Part in the case of contract termination. 

(2) The cost of common items of material reasonably usable on the 
institution’s other work shall not be allowable unless the institution submits 
evidence that it could not retain such items at cost without sustaining a loss. 
In deciding whether such items are reasonably usable on other work of the 
institution, consideration should be given to the institution’s plans and orders 
for current and scheduled work. Contemporaneous purchases of common 
items by the institution shall be regarded as evidence that such items are 
reasonably usable on the institution’s other work. Any acceptance of common 
items as allowable to the terminated portion of the contract should be limited 
to the extent that the quantities of such items on hand, in transit, and on 
order are in excess of the reasonable quantitative requirements of other work. 

(3) If in a particular case, despite all reasonable efforts by the institu- 
tion, certain costs cannot be discontinued immediately after the effective date 
of termination, such costs are generally allowable within the limitations set 
forth in this Part, except that any such costs continuing after termination due 
to the negligent or willful failure of the institution to discontinue such costs 
shall be considered unacceptable. 

(4) Loss of useful value of special tooling, and special machinery and 
equipment is generally allowable, provided 

(i) such special tooling, machinery, or equipment is not reasonably 
capable of use in the other work of the institution; 
the interest of the Government is protected by transfer of title or 
by other means deemed appropriate by the contracting officer; and 

(iii) the loss of useful value as to any one terminated contract is limited 
to that portion of the acquisition cost which bears the same ratio 
to the total acquisition cost as the terminated portion of the 
contract bears to the entire terminated contract and other Govern- 
ment contracts for which the special tooling, special machinery, 
and equipment was acquired. 

(5) Rental costs under unexpired leases are generally allowable where 
clearly shown to have been reasonably necessary for the performance of the 
terminated cost, less the residual value of such leases, if: 

(i) the amount of such rental claimed does not exceed the reasonable 
use value of the property leased for the period of the contract and 
such further period as may be reasonable, and 

(ii) the institution makes all reasonable efforts to terminate, assign, 
settle, or otherwise reduce the cost of such lease. 

There also may be included the cost of alterations of such leased property, 
provided such alterations were necessary for the performance of the contract, 
and of reasonable restoration required by the provisions of the lease. 


~~ 
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(6) Settlement expenses including the following are generally allowable: 
(i) accounting, legal, clerical, and similar costs reasonably necessary 
for— 

(A) the preparation and presentation to contracting officers of 
settlement claims and supporting data with respect to the 
terminated portion of the contract; and 

(B) the termination and settlement of subcontracts; and 

(ii) reasonable costs for the storage, transportation, protection, and 
disposition of property acquired or produced for the contract. 
(7) Subcontractor claims, including the allocable portion of claims 
which are common to the contract and to other work of the contractor are 
general allowable. 


[Next page is 1547] 
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15-401 Definition of Construction Contract. The term “construction 
contract” as used in this Part means any contract for the construction, altera- 
tion, or repair of buildings, bridges, roads, or other kinds of real property. 
It does not include a contract for the manufacturing, producing, furnishing, 
construction, alteration, repair, processing or assembling of vessels, aircraft, 
or other kinds of personal property, regardless of the terms of any such contract 
as to payment or title. 


15-402 General Basis for Determination of Costs. The total cost of a 
cost-reimbursement type contract for construction or for architect-engineer 
services related to construction is the sum of the allowable costs incident to 
the performance of the contract, less applicable income and other credits. 
The tests used in determining the allowability of costs also include (i) reason- 
ableness and (ii) any limitations as to types or amounts of cost items set forth 
in this Part 4 of Section XV or otherwise included in the contract. Failure to 
mention any item of cost in this Part is not intended to imply that it is either 
allowable or not allowable. Income and other credits arising out of operations 
under the contract, where the related cost was reimbursed or accepted as an 
allowable cost, will be credited to the Government. 


15-403 Examples of Items of Allowable Costs. Subject to the require- 
ments of paragraph 15-402 with respect to the general basis for determining 
allowability of costs, the following items of cost are considered allowable within 
the limitations indicated: 

(a) bonds and insurance, including self-insurance, to the extent authorized 
by the contracting officer; 

(b) camp operations (but see paragraph 15-404(h)); 

(c) freight, transportation, and material handling; 

(d) land and structures, temporary use thereof; 

(e) materials and supplies, including inspection, storage, salvage, and 
other usual expenses incident to the procurement and use thereof; 

(f) patents, purchased designs, and royalty payments, to the extent 
authorized by the contracting officer; 

(g) plant and equipment, purchase or rental thereof; 

(h) recruiting of personnel (including “help wanted” advertising) ; 

(i) restoration and cleanup of site and facilities, as directed by the contract- 
ing officer; 

(j) structures and facilities of a temporary nature; 

(k) subcontracts; 

(1) taxes, fees or charges, except those imposed upon, by reason of, or 
measured by the contractor’s fee; 

(m) traveling expenses, to the extent authorized by the contracting officer; 

(n) utility services, such as communication, power, gas, and water; 

(0) vacation, holiday and severance pay, sick leave and military leave, 
to the extent required by law or specifically provided for elsewhere in the 
contract; 

(p) wages and salaries; and 

(q) pension and retirement plans in accordance with the interpretation 
set forth in ASPR 15-406 and group health, accident and life insurance plans 
(but see ASPR 15-404(b), (d), and (m)). 


ARMED SERVICES PROCUREMENT REGULATION § 15-403 








PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 119 


Issued 2 November 1959 
1548 CONTRACT COST PRINCIPLES AND PROCEDURES , 


15-404 Examples of Items of Unallowable Costs. The following items of 
costs are considered unallowable, except as indicated and then only subject to 
the requirements of ASPR 15-402: 

(a) advertising (including advertising in trade or technical journals), 
except “help wanted” advertising; 

(b) central office expenses of the contractor, such as supplies, equipment, 
rent, or any other expenses incident to its maintenance and operation, except 
to the extent authorized by the contracting officer; 

(c) commissions and bonuses (under whatever name) in connection with 
obtaining or negotiating for a Government contract; 

(d) compensation and traveling expenses of any officer or employee in the 
central office organization of the contractor, except to the extent authorized by 
the contracting officer; 

(e) contingency reserves; 

(f) contributions and donations; 

(g) dividend payments; 

(h) entertainment, except for on-site recreational activities for the con- 
tractor’s employees as authorized by the contracting officer; 

(i) interest on borrowings (however represented), bond discount and 
expense, and financial charges; 

(j) legal, accounting and consulting fees and related expenses, except to 
the extent authorized by the contracting officer; 

(k) losses on other contracts; 

(1) memberships in trade, business, and professional organizations; 

(m) premiums for insurance on the lives of directors, officers, proprietors, 
or other persons, where the contractor is the beneficiary directly or indirectly; 

(n) storage of contract records after completion of contract operations, 
irrespective of contractual or statutory requirements regarding the preservation 
of records; and 

(0) taxes, fees, or charges imposed upon, by reason of, or measured by the 
contractor’s fee. 


15-405 Examples of Subjects Requiring Special Considerations. The 
following examples are illustrative of subjects affecting cost which may require 
special consideration: j; 

(a) costs incurred incidental to work covered by the contract but prior 
to the execution of the contract, with specific identification of the types thereof 
and the period involved; 

(b) Government-furnished property, general nature and extent; 

(c) indirect cost basis (i) actual, (ii) negotiated rate or amount, or (iii) 
other; 

(d) insurance; 

(e) intracompany and intercompany transactions; 

(f) liability to third persons; 

(g) operation of restaurants and cafeterias; 

(h) overtime compensation (see ASPR 12-102) ; 

(i) patents, purchased designs, and royalty payments; 

(j) personnel movement of a special or mass nature; 
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(k) plant. facilities fully depreciated or amortized on the contractor’s 
books of account or acquired without cost (possible compensation for utiliza- 
tion in the form of a use or rental charge) ; 

(1) rearrangement or relocation of facilities or plant sites; 

(m) research programs of a general nature; 

(n) security measures of a special nature; 

(0) sharing of cost of research projects of the type which an educational 
or other nonprofit institution might undertake as a part of its own educational 
or research program ; 

(p) subcontracting, nature and extent thereof and relation to fee or profit; 

(q) subsistence and housing of employees; 

(r) termination expenses; 

(s) tooling and equipment; 

(t) traveling expenses of a special or unusual nature; and 

(u) wages or salaries of partners or sole proprietors. 

15-406 Cost Interpretation of Pension and Retirement Plans. (See 
ASPR 15-403(q).) 

(a) Costs of pension and retirement plans, including reasonable incidental 
benefits, such as disability, withdrawal, insurance or survivorship allowances 
which are deductible from taxable income in accordance with the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, are 
allowable except to the extent they are determined to be unreasonable or un- 
allowable under any other provision of this cost interpretation. Costs of such 
plans established by nonprofit or other organizations not subject to payment 
of Federal income taxes are also allowable except to the extent they are deter- 
mined to be unreasonable or unallowable under any other provision of this 
cost interpretation. 

(b) Pension or retirement plans of a contractor which are subject to ap- 
proval of the Bureau of Internal Revenue must have been so approved before 
costs under the plans may be accepted as charges to Government contracts. 
Many plans of nonprofit or other tax exempt orgenizations are also reviewed 
and approved by the Bureau of Internal Revenue—when not so reviewed 
and approved, each such plan will be reviewed, and approved or disapproved, 
by the Department to which audit cognizance is assigned, using, insofar as 
applicable, the criteria and standards of the Internal Revenue Code and the 
regulations of the Bureau of Internal Revenue. In any case where the Bureau 
of Internal Revenue withdraws approval of a plan, approval of amounts 
allocated to contract costs will be withdrawn accordingly. 

(c) The approval of a pension or retirement plan by the Bureau of Internal 
Revenue will, as a general rule, be the only approval required by the Depart- 
ments; however, the right is reserved to require submission of any plan for 
consideration by a Department and to disapprove such plan in its entirety or 
any feature thereof whenever the circumstances in a particular case are deemed 
to warrant such action. Such consideration will be the responsibility of the 
Department to which audit cognizance is assigned, and the subsequent action 
taken by that Department will generally be accepted by the other Departments. 

(d) Approval of a pension or retirement plan by the Bureau of Internal 
Revenue or by the Departments does not imply that the cost thereof for any 
particular year will be allowable for apportionment to contract costs, except 
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to the extent costs for that year meet all other requirements of the Bureau 
of Internal Revenue as a deduction for income tax purposes, and are acceptable 
under the provisions of this cost interpretation and other provisions of this 
Section. 

(e) Pension and retirement costs constitute a part of the total compen- 
sation by a contractor to any individual covered by the plan, and accordingly, 
are subject to the provisions of this Section with respect to reasonableness of 
the total compensation paid to the individual for the services rendered. 

(f) Where contributions to pension or retirement plans are based on 
profits, providing that provisions of the Internal Revenue Code and regulations 
of the Bureau of Internal Revenue have been met, the amount allowable for 
apportionment to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year, but not to exceed 15 percent of the total 
compensation otherwise paid or accrued in that year to the individuals covered 
under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities or of 
periodic cash payments made to provide pension or retirement benefits for 
retiring or retired employees, other than incurred under approved pension or 
retirement plans, will be subject to consideration on an individual case basis. 

(h) Credits which became available or are foreseeable must be taken into 
account in an equitable manner in determining pension and retirement costs 
subject to apportionment to a military contract. In some instances, this may 
require adjustments to costs in anticipation of the realization of credits. For 
example, such action would normally be appropriate where contractors’ 
organizations are substantially expanded for the performance of military 
contracts and there is a reasonable expectation that, upon completion of the 
contracts, the services of practically all or a large number of the additional 
employees will be terminated with the result that contractors will benefit from 
contributions made on behalf of these employees, because such personnel will 
not acquire vested rights under the terms of the plans. 

(i) In any current or future contract no cost allowance will be made 
which would duplicate, in whole or in part, an allowance previously made 
under a prior contract. 
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Settlements 


15-600 Scope of Part. This Part provides guidance for the use of 
Parts 2, 3 and 4 of this Section XV(i) in the evaluation of costs in pricing of 
negotiated fixed-price type contracts and subcontracts in those instances where 
such evaluation is required to establish prices for such contracts and (ii) in the 
negotiation of termination settlements. 


15-601 Definition of Fixed-Price Type Contracts. ‘Fixed-price type’’ 
contracts include, for purpose of this Part, the following: 

(i) firm fixed-price contracts (ASPR 3-403.1) 

(ii) fixed-price contracts with escalation (ASPR 3-403.2) 

(iii) fixed-price contracts providing for the redetermination of price 
(ASPR 3-403.3) 

(iv) fixed-price incentive contracts (ASPR 3-403.4) 

(vy) non-cost-reimbursable portion of time and materials contracts 
(ASPR 3-405.:) 

(vi) labor-hour contracts (ASPR 3-405.2) 


15-602 Basic Considerations. 

(a) Under fixed-price type contracts, the negotiated price is the basis for 
payment to a contractor whereas allowable costs are the basis for reimbursement 
under cost-reimbursement type contracts. Accordingly, the policies and pro- 
cedures of ASPR Section III, Part 8, are governing and shall be followed in 
the negotiation of fixed-price type contracts, Cost and accounting data may 
provide guides for ascertaining fair compensation but are not rigid measures 
of it. Other types of data, criteria, or standards may furnish reliable guides 
to fair compensation. The ability to apply standards of business judgment as 
distinct from strict accounting principles is at the heart of a negotiated price or 
settlement. 

(b) Among the different types of fixed-price type contracts, the need for 
consideration of costs varies considerably as indicated below: 

(i) Retrospective Pricing and Settlements. In negotiating firm fixed prices 
or settlements for work which has been completed at the time of 
negotiation (e.g., final negotiations under fixed-price incentive 
contracts, redetermination of price after completion of the work, 
or negotiation of « settlement agreement under a contract terminated 
for the convenience of the Government), the treatment of costs is a 
major factor in arriving at the amount of the price or settlement. 
However, even in these situations, the finally agreed price or 
settlement may represent something other than the sum total of 
acceptable costs plus profit, since the final price accepted by each 
party does not necessarily reflect agreement on the evaluation of 
each element of cost, but rather a final resolution of all issues in the 
negotiation process. 

(ii) Forward Pricing. The extent to which costs influence forward 
pricing varies greatly from case to case. In negotiations covering 
future work, actual costs cannot be known and the importance of 
cost estimates depends on the circumstances. The contracting 
officer must consider all the factors affecting the reasonableness of ai 
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the total proposed price, such as the technical, production or 
financial risk assumed, the complexity of work, the extent of com- 
petitive pricing, and the contractor’s record for efficiency, economy 
and ingenuity, as well as available cost estimates. He must be free 
to bargain for a total price which equitably distributes the risks 
between the contractor and the Government and provides incentives 
for efficiency and cost reduction. In negotiating such a price, it is 
not possible to identify the treatment of specific cost elements since 
the bargaining is on a total price basis. Thus, while cost data is 
often a valuable aid, it will not control negotiation of prices for work 
to be performed, or a target price under an incentive contract. 


15-603 Cost Principles and Their Use. 

(a) When, pursuant to ASPR 15-602, costs are to be considered in the 
negotiation of fixed-price type contracts, the appropriate Part of this section 
XV shall be used as a guide in the evaluation of cost data required to establish 
a fair and reasonable price in conjunction with other pertinent considerations 
as set forth more fully in ASPR Section III, Part 8, and—in the case of ne- 
gotiated termination settlements—Section VIII, Part 3. 

(b) In retrospective pricing, whenever an occasion arises in which accept- 
ability of a specific item of cost becomes an issue, the appropriate part of this 
Section XV will serve as a guide for the contracting officer in his conduct of 
negotiations. 

(c) In applying this Section XV to fixed-price contracts, contracting 
officers will: (i) not be expected to negotiate agreement on every individual 
element of cost; and (ii) be expected to use their judgment as to the degree of 
detail in which they consider the individual elements of cost in arriving at their 
evaluation of total cost, where such evaluation is appropriate. However, the 
negotiation record should fully substantiate and justify the reasoning leading 
to any negotiated price. 

(d) In order to permit the proper evaluation of cost data submitted by 
contractors for use in negotiating prices, it may be necessary to obtain break- 
downs or account analyses in respect to some cost items particularly those 
whose treatment may be dependent upon special circumstances as stated in 
the principles. Contractors will be expected to be responsive to reasonable 


* requests for data of this kind. 
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Mr. Vinson. They will have to be discussed and studied in detail 
before our conclusions are final and firm. 

That completes the documentary record which will be our source 
material for basic requirements in this study, unless some members 
have some documents they want to put in. Any time, of course, they 
will have the right to do so. 

Now, one of the principal contract types which is under study and 
which has many vocal proponents and equally convinced opponents 
is the fixed-price-incentive contract. You will notice that it receives 
most attention from the Comptroller General. It seems to be a con- 
tract type which is susceptible of confusion in the application of terms 
which are common to us. In the consideration of this contract, we 
run across words such as “cost, price, and profit” used with varying 
shades of meaning, in some cases, modified by the word “target.” 
Iam hopeful that I can simplify without distortion the “pricing” op- 
eration in this type of a contract. 

I don’t know whether I should do it or not, because it might be more 
confusing. But this is the best we could fix up. 

This brings us to a consideration of the incentive profit. Actually, 
this type contract is designed to produce an incentive profit to the 
contractor to induce him to produce a lower cost product. 

Now, get that in your mind. 

Mr. Becker. If you ever get that, that is good. 

Mr. Vinson. This, of course, is a desirable objective. It is also the 
only legal authority for such a contract. In other words, the Depart- 
ment must, under the statute, find it is a form of contract likely to be 
less costly. 

Beginning, then, with the assumption that this type of contract 
should be proven to be less costly. it must be shown by the departments 
that lower actuai costs were achieved by the contractor and passed 
on to the Government, for which reason a larger profit was there- 
after paid to the contractor. 

Mr. Bates. Mr. Chairman. 

Mr. Vinson. Yes, sir. 

Mr. Bares. Now, these particular contracts are subject to re- 
negotiation ? 

Mr. Vinson. Oh, yes. Everything in here is subject to renegotiation. 

Mr. Kitpay. That is, the fixed-price, incentive-type contract. I 
think that is one point that should be definitely discussed, where we 
have an incentive-type contract, to ask them to bring down the cost, 
which will bring about greater savings to the taxpayers. Because 
then, when it is all done, they are finally subjected to renegotiation. 

The question is this: What is the point or the purpose of having an 
incentive-type contract in the first instance, if it is going to be taken 
away from them later? 

I think it is something we should look into. 

Mr. Vinson. We are going to have the Renegotiation Board here. 
Because all of this hearing is designed to have the committee make a 
study and report on the Renegotiation Act, when it comes up for ex- 
tension next year. So it may be that the whole question of renego- 
tiation will have to be gone into. 

But let’s talk about incentive contracts now. 

Mr. Bates. Mr. Chairman 
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Mr. Vinson. Because 15 percent—I think—are incentive-type con- 
tracts. 

Mr. Bates. Off the record, Mr. Chairman. 

(Further statement off the record.) 

Mr. Courtney. Off the record ? 

Mr. Bates. Yes; off the record. 

Mr. Vinson. They consider all the contracts. 

Under the Vinson-Trammell Act, it was under separate contracts, 

Under renegotiation, it is on the total business. And of course the 
Renegotiation Board goes all over it. 

I agree with you that probably the length of time does disturb 
business. 

So when I was appearing before the Ways and Means Committee of 
the House, and the Senate, I suggested to cut the time down and not 
permit more than a year or a year and a half, and not harass business, 

But let’s talk about incentive-type contracts. 

Mr. Bates. I am not addressing myself to that point at all, Mr. 
Chairman. All I am saying is we have various kinds of contracts— 
incentive and fixed-price. Then 2 or 3 years later, and without look- 
ing at the individual contracts, they will determine what number 
of contracts the company had and across the board what would be a 
good percentage of profit to give them. 

Now, that was about what we found out in our hearings. 

And I would like to have Mr. Courtney pass on that judgment. 

Mr. Courtney. Well, of course, I don’t want to express a conclusion 
here. I can tell you what the formula is as it is applied. 

Mr. Bares. Well, I am interested 

Mr. Courtney. Now, there are six criteria in the Renegotiation Act 
which are applied, as in a jury system. 

Mr. Bates. We know all about what those are, John. But I am 
talking 

Mr. Courtney. It is true that a contractor’s entire business is rene- 
gotiated for a calendar year. 

Mr. Bates. All contracts simultaneously. 

Mr. Vinson. That is right. 

Mr. Courtney. Yes, sir. 

Mr. Bates. That is right. 

Mr. Vinson. It may be 2 years or a year and a half or 3 years after 
they have all been finished up. 

Mr. Bates. And they are all put in one pot. 

Mr. Vinson. That is right. : 

We know all about that. We want to correct those things. Thats 
the purpose of the hearing. 

T had something to do with it. I requested Senator Byrd to write 
this language in and submit it to us before it was put in the bill. 
And we told him we had no objection. 

That is the reason I am trying to start at the very bottom, so the 
committee can be posted as to every phase of all these contracts and 
know something about them. Because here is where $5 billion is con- 
tracted every year. 

Mr. Bares. When you are all done, under an incentive-type con- 
tract, in which cost is the important thing, nobody can tell whether 
this item was allowed or disallowed. 
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Mr. Vinson. Well, all right. 

' Mr. Bares. There is just no way, after it has been renegotiated, to 
know. 

Mr. Vinson. After Mr. Coggeshall comes in here, we will go into 
the question of what they look into in renegotiation. 

But let’s see how sound—and let’s look in here now. Here are the 
comments from the Comptroller General on each one of these things 
in here, that has been sent up. And we will read all that. We will 
find out what his comments are about these types of contracts. 

Now, this is a new type of contract that has just come in. It was 
created in the fertile brain of somebody, that says, “We can save you 
money, if you give us a little bit more profit.” 

Therefore, we say, “Well, the burden is on you to show us.” 

And that is the only authority to make this incentive contract. He 
must show and he must prove that he has accomplished that which 
he said he could do, instead of getting just a 25-percent increase, as 
a cost going into the incentive. 

Now, let’s read it. This isa pretty good analysis of it, too. 

Mr. Kitpay. Yes. 

Mr. Bates. It is a good analysis. 

Mr. Vinson. Yes. 

We worked on this hard. This is off the record. 

(Further statement off the record.) 

Mr. Vinson. But we have a pretty good explanation. 

Now, let’s proceed. 

I am on page 16. 

This brings us to a consideration of the incentive profit. Actually, 
this type contract is designed to produce an incentive profit to the con- 
tractor to induce him to produce a lower cost product. 

And that is pretty well stated. 

This, of course, is a desirable objective. It is the only legal au- 
thority for such a contract. Remember that. In other words, the de- 
partments must, under the statute, find it is a form of contract “likely 
to be less costly.” It is a burden on the department. 

Beginning, then, with the assumption that this type of contract 
should be proven to be “less costly,” it must be shown by the depart- 
ments that lower actual costs were achieved by the contractor and 
passed on to the Government, for which reason a larger profit was 
thereafter paid to the contractor. 

Now, if we could prove it, the contractor will get 20 percent. 

Now, that is what he generally gets. 

Mr. Lanxrorp. Mr. Chairman. 

And this is the lower actual cost before or after the incentive profit ? 

Mr. Vinson. I didn’t follow you. What did you say ? 

Mr. Lanxrorp. Is the lower actual cost to the Government before or 
after the incentive profit is added ? 

In other words, it could be lower cost to the Government, but then 
when you add the additional incentive—— 

Mr. Bares. No. You gain 80 percent, and give them 20. So you 
take 80 percent off. 

Mr. Vinson. That is right. 
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Mr. Bares. That is, you give them 20 percent profit on the savings, 

Mr. Lanxrorp. Twenty percent on the savings. 

Mr. Vinson. That is right. 

Mr. Bares. Yes, sir. 

Mr. Lanxrorp. I see. 

Mr. Courtney. The Chairman will explain in just a moment that 
the incentive-type contract becomes incentive or profit on top of 
profit. 

Mr. Bates. We understand that. 

Mr. Vinson. We have a target price. 

Mr. Bates. But whatever you save, 20 percent of that profit, or 
20 percent of that reduction goes to the contractor. That is correct! 
Mr. Courtney. That you save over an estimate, plus profit. 

Mr. Bares. Of course. 

Mr. Bray. It isn’t over the estimate 

Mr. Courtney. Of the target price is shared. 

Mr. Vrxson. You see, you have to get this in your mind. Mr. 
Courtney, you have to explain this. First, you have what is known 
as the target price. 

You can even go back further than that. 

(Further statement off the record.) 

Mr. Vinson. Now, let’s go on. You will catch it in here. 

This is the type of contract which has frequently been the subject 
of Comptroller General rulings—pointing up the “loopholes” and 
“leakage”—now, it is not what I am saying, it is what the Comp. 
troller says, and he represents us—in estimating and formulating of 
the firm target cost and profit. 

That, perhaps, is another way of saying that its use depends for 
achieving its purpose upon “realistic estimates.” These must, of 
necessity, be made before the contract is entered. 

Now, back to the performance. When it is determined that an 
incentive contract is likely to result in less cost, the Government and 
its contractor estimate (and I underscore the word estimate) the firm 
target cost and add to it a firm target profit. 

Both of these figures are negotiated. Generally speaking, and 
experience shows, the target profit is usually 8 percent. Thus, when 
negotiations begin, Government and contractor determine, first, esti- 
mated costs and then work into the negotiations a figure for profit of 
8 percent. This procedure results not in a percentage but in a dollar 
amount. The dollar amount then becomes a cost estimate plus a tar- 
get profit equal to X dollars. These, then, constitute the target price. 
Having arrived at that point, then a “ceiling price” is fixed, beyond 
which the contractor goes at his own expense. Remember, however, 
that he always retains his original target profit of 8 percent, since 
the price fixed at negotiation includes a profit negotiated into it. 
Therefore, the incentive is the additional profit negotiated into the 
contract to be paid when the target cost and profit have been bettered. 

At that time, 20 percent (or some percentage) of the “savings” are 
profit or incentive reward to the contractor for reducing “costs”. For 
example—now, here it is—if the article, instead of costing $1 million, 
as planned, costs $800,000, there would be a “saving” of $200,000 per 
unit. Thus, in addition to the 8 percent which had already been ne- 
gotiated into $1 million figure, the contractor would share in $200,000 
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“savings” at 20 percent or $40,000 additional “incentive” profit. ‘This, 
I repeat, is in addition to the $80,000 profit which had been worked 
into the original price. To that feature, we direct our attention now, 
because the validity of the incentive-type contract depends almost 
entirely on “good estimating” by the Government at the time the con- 
tract is entered into. 

Mr. Arenps. Mr, Chairman, I might say there—off the record. 

(Further statement off the record.) 

Mr. Vinson. This is said to be a competitive contract, but I believe 
the only competition is between “cost estimators”. The competition 
is performance versus estimate. 

What we shall want to know from the departments is whether or 
not this type of contract is producing results for which it is used. 

Bear in mind, this is the second largest type of contract used. 

Are items less costly or more costly than under other forms of con- 
tracting? What are the possibilities of leakage ? 

First of all, a large part of the contract is performed on purchased 
parts. Get that in mind. 

Now, bear in mind, he is going out and buying from subcontractors. 

First of all, a large part of the contract is performed on purchased 
parts, that is, by subcontracting. These prices should be understood 
and known by the Government. 

Now, off the record. 

(Further statement off the record.) 

Mr. Vinson. If the contractor pads (either willfully or inadver- 
tently) the subcontracting prices, he increases his estimate of target 
costs; and, obviously, his profits, which are a percentage of estimated 
costs. That will produce a “fictitious saving” and thus an unearned 
incentive profit over negotiated target profit of 8 percent. The ques- 
tion is this: What are the obligations of contractor and contracting 
officer in these negotiations on the costs to be incurred in out-of-pocket 
purchases ? 

Now, are we just going to take his figures, or try to find out some- 
thing about it? 

If a contractor’s general office overhead, for supervision and en- 
gineering and the like, is $100,000 a month, and he is manufacturing 
many articles, the contractor distributes a portion of this overhead 
over all the work in his plant. In other words, the $100,000 payroll 
of the main office supervising many contracts, must be produced from 
work in the plant. 

The delivery schedule becomes important in determining how much 
of the general overhead is to be distributed to a particular contract. 
If a delivery schedule is 10 months, obviously there would be a 
different result in terms of applying that percentage than where the 
contract is performed in 20 months. This, then, is a potential source 
of leakage. 

But, if the negotiator for the Government—now, here is something 
else, now—is not. experienced in production costing, which is a highly 
skilled occupation and calls for extraordinary competence, he is de- 
pendent upon the contractor’s “say-so” as to labor, man-hours, and 
engineering costs in terms of time of production and performance. 

What I am saying, in short, is that this type of contract is dependent 
upon the estimating which is done when costs, prices, target profit, 
and incentive profit are determined. 
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Another type of contract which is widely used, perhaps even more 
than the fixed-price-incentive contract, is the price-redeterminable 
contract. 

This is a contract which can be used when, in the initial stages, 
the parties do not have sufficient information on which to estimate 
the cost of the product or where contingencies cannot be estimated and 
are, therefore, not included in the negotiations. Instead, a time is 
fixed in which, after cost experience and production has been evaluated, 
Government and contractor may call for a redetermination. There 
may be more than one time fixed at which redeterminations may 
occur. At this time, the prices are redetermined in the light of 
experience and audit.. Frequently, these contracts provide a ceiling 
beyond which prices may not be redetermined upward and in other 
instances, a floor below which they may not be redetermined down- 
ward. There is considerable flexibility both as to the number of 
periods at which redetermination may occur on the call of either 
contractor or Government. This contract, as it can be seen, depends 
upon audit information for its validity and soundness. It is probably, 
in dollars, the more widely used type of contract. 

Thus, it will be seen that the two most widely used contracts are 
dependent upon the knowledge, data, and experience of the Govern- 
ment negotiator opposite a contractor’s negotiator. As to the fixed- 
price-incentive contract, there must be sound cost estimates. As to 
the price-redeterminable contract, there must be sound cost audit. 

Now, members of the committee, I am going to skip now, because 
Thaven’t but a few minutes. 

(The balance of the chairman’s statement follows :) 


I shall not enumerate, but we will discuss all the other types of contracts. In 
most cases, the name is explanatory of the terms. 

Section 2306 of the act provides that the Government may make any kind of 
contract that it “considers will promote the best interests of the United States.” 
Only the “cost-plus a percentage of cost” is forbidden by this section of the act. 

With that degree of flexibility, we are now ready to hear from the departments 
on their experiences, policies, and practices in contracting for costs, prices, and 
profits which “serve the best interests of the United States.” That is what the 
act of July 13, 1959, requires to be developed and reported upon. 

The product of these contracts is then considered as to the individual con- 
tractor in accordance with the provisions of the Renegotiation Act of 1951 as ex- 
tended by the act of July 13, 1959, where: “In determining excessive profits, 
favorable recognition must be given to the efficiency of the contractor or sub- 
contractor, with particular regard to attainment of quantity and quality produc- 
tion, reduction of costs, and economy in the use of materials, facilities, and man- 
power; and, in addition, there shall be taken into consideration the following 
factors: 

“(1) Reasonableness of costs and profits, with particular regard to volume 
of production, normal earnings, and comparison of war and peacetime 
products : : 

“(2) The net worth, with particular regard to the amount and source of 
public and private capital employed ; 

“(3) Extent of risk assumed, including the risk incident to reasonable 
pricing policies ; 

“(4) Nature and extent of contribution to the defense effort, including 
inventive and developmental contribution and cooperation with the Govern- 
ment and other contractors in supplying technical assistance ; 

“(5) Character of business, including source and nature of materials, 
complexity of manufacturing technique, character and extent of subcontract- 

ing, and the rate of turnover; 
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“(6) Such other factors the consideration of which the public interest and 
fair and equitable dealing may require, which factors shall be published in 
the regulations of the Board from time to time as adopted.” 

Those are the criteria for renegotiation. 

Members of the subcommittee, within the framework which I have outlined 
and for the objective stated in section 4 of Public Law 86-89, these hearings are 
undertaken. 

The following will be the order of presentation of testimony : 

1. Department of Defense: Philip LeBoutillier, Jr., Deputy Assistant Secre- 
tary of Defense (Supply and Logistics) ; G. C. Bannerman, Director of Procure- 

| Policy. 
aye of the Army: Courtney Johnson, Assistant Secretary of the 
Army (Logistics) ; Brig. Gen. F. J. McMorrow, Director of Procurement, Deputy 
Chief of Staff (Logistics). 

8. Department of the Navy: Fred A. Bantz, Under Secretary of the Navy. 

4. Department of the Air Force: Philip B. Taylor, Assistant Secretary of the 
Air Force (Materiel); Brig. Gen. W. R. Graalman, Deputy for Procurement, 
Director of Procurement and Production, Air Materiel Command. 

5. Joseph Campbell, the Comptroller General. 

6. The Renegotiation Board : Thomas Coggeshall, Chairman. 

Mr. Vinson. Now, I want to say here we are ready for the witnesses. 

If you want to study these charts any more and get all this before 
we go into it—we were to take up tomorrow—and we could have these 
witnesses come here on Wednesday morning, if that suits the com- 
mittee now. 

We have to do this job, and I want to do a good job. And I want 
the committee to know what they are doing, and I want them to get 
the foundation. We tried to build it up here. 

Mr. Bates. Wednesday morning? 

Mr. Vinson. Well, is Wednesday morning all right ? 

(Mr. Bates aside to the chairman. ) 

Mr. Courtney. The witnesses are alerted, Mr. Chairman. 

We will start with the Department of Defense. And the sequence 
a have indicated here would be the Department of Defense, Army, 
Navy and Air Force, in that order. 

Mr. Vinson. Have you notified the witnesses to be ready for to- 
morrow ? 

Mr. Courtney. They are alerted for tomorrow. 

Mr. Vinson. All right. 

Let’s come in here, and we will start off. 

Now, I think this: I want you te take this chart home and read it, 
because we have a good foundation. 

Put this whole chart in the record. 

Now, if you will just take a few minutes. Now, here are the types 
of contracts, each one. You will see it all tabulated in the last pages 
here. It gives a pretty good summing up of it. It shows $25,312,- 
065,000, is what it 1s. 

(The tabulations follow :) 
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TABLE 6 


Net value of military procurement actions, by program—fiscal year 


1959 


[Amounts in thousands] 




















Program Total Percent 
amount 
BeN Seee o Lee Se aareacseacees $6, 487, 043 30. 5 
Guided-missile systems-_-_-_-_-.-.-------------- 4, 490, 340 ye 
Electronics and communications equipment- --- -- 2, 474, 171 Rise 
PETE Ne cna en Seem tiarn we MMe ciate aie 1, 094, 793 5. 2 
Mn: SION at on na cadeacdonscenwessse 350, 096 1.6 
eee one ean ye en 186, 997 ae 
ON a aay eee ee eee a ae ere 356, 436 RG 
ile Sie SION 8 en. ca Seca wewedeaseme 981, 382 4.6 
Textiles, clothing, and equipage__......-------- 177, 654 .8 
Military building supplies__.__.___......--2-»-_-- 14, 225 ae 
UE CAT "2. yi yal ieee Sie 2 RR sec A a 490, 851 2.3 
Transportation equipment______.__-_---------- 453 (2) 
Production equipment................<.......- 147, 192 a 
ROR tra bina amen wh ahnemaie seated 1, 409, 792 6.7 
LAD OO he ee ee ee ene aeyS © 704, 795 3. 3 
IRN oc liga ies ya eacice gags aie nae 1, 875, 477 8.8 
Total with business firms for work in the 

United States, actions of $10,000 or 

MN TE hal as it EM arg Mendieta eon oe 21, 241, 697 100. 0 
Actions of $10,000 or more____2_.__-.---------- ye eS a 
Actions of less than $10,000__._.__.__.._...._------ 1 Ee gk ea 

Total with business firms for work in the 

TENE MUBUOEL cp ana occas comes ucuennge 22; 744, W0 } 252s 
With business firms for work in the United States_| 22, 744, 229 |__.__._____ 
For work outside the United States__........__- eS 
Educational and nonprofit institutions_-..._._~-- Oe), 
imeRoVerOMentel. oo 48 dca s cane ce eccc suas 758, 347 


Total net value of military procurement 
QOMONGS co N= Fao See accncc cgay Saenee 








25, 312, 065 








1 Less than 0.05 percent. 


? Data by program not available for actions of less than $10,000. 
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TABLE 8! 


Extent of competitive procurement 


[Amounts in thousands] 




















Amount Percent 
Purchases from contractors in the United States: 
Purchases made on the basis of price after 
competition among 2 or more prospective 
contractors: 
(a) Formally advertised.._.........--- $3, 255, 682 14.1 
(0) INPROUMNOG. 2 o< cco veewasneectasens 3, 442, 083 15. 0 
WO se ee et 6, 697, 765 29. 1 
Estimated purchases or modifications of con- 
tracts made following technical or design 
competition (based on use of sampling de- 
scribed on p. 2 of statement, by spreading 
sample results over total applicable new 
procurement and contract modifications) -_| 13, 635, 429 59. 3 
Total competitive procurement (price 
competition on actual basis) (design 
competition on estimated basis) - - - --- 20, 333, 194 88. 4 
Total negotiated without competition.__| 2, 679, 961 11. 6 
$Me wscustavsnet seven deeb neds 23, 013, 155 100. 0 
All other: 
Intragovernmental procurement---_-._------ (Ss 
Negotiated for procurement and use outside 
ROU ONON Sn ow ow ecacmunceale scabs TAU ay | Ee 
Competitive status unknown_-__------------ 498, 308 |....------ 
RN NN og a dhawendaauwec menses 25, 312, 065 |..-.---- _ 











1The percentage figures on table 8 differ from those on table 7 because, 
in table 8, the modifications pursuant to the terms of existing contracts were 


included in the totals. 


In table 7, these modifications, which amounted to 


$8,306,455,000, were not included in the percentage figures shown since they 


did not involve any new procurement. 


55096 O— 60 10 








140 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Vinson. This is off the record. 
(Further statement off the record.) 
Mr. Bares. Make it Wednesday. 


Mr. Vinson. Well 

(Mr. Bates further aside.) 

Mr. Vinson. All right, let us take 1 minute. 

Well, let’s set it down for Wednesday morning. And you all study 
this, now, because—this is off the record. 

(Further statement off the record.) 

Mr. Morris. Mr. Chairman, do I understand we will not meet to- 
morrow ? 

Mr. Vinson. Let’s meet Wednesday morning. 

You have everything, Mr. Smart ? 

Mr. Becker. Mr. Chairman, I have a question. And I will take the 
statement with me and read it. 

In going through your statement this morning, it leaves me with the 
question of what we are going to develop with the witnesses. 

Mr. Vinson. All right. 

I am going to ask these witnesses, after they make their general 
statement : “Now, tell us all about the firm fixed-price contracts.” 

And here is what they are. That is 32 percent of the dollars and 72 
percent of the number. 

“And give us that information.” 

And then follow each one of these types of contracts. 

And then also develop, as to the sh in here under basic law— 
“Is that sound? Or is there any modification on that, of the 17 excep- 
tions?” Or whether we should get away from exceptions and see what 
we can do by following the pattern of competitive bidding. And all 
those kind of things. 

That is the way I am going to do it. 

Mr. Becker. Now 

Mr. Vinson. Then when we go to renegotiation, why, that. is an 
entirely different thing. We will just have the man point out what 
the law is today and what amendments he thinks, and all that. 

Mr. Becker. Mr. Chairman, you are talking about the Departments 
now. What about the manufacturers—the builders of planes and mis- 
siles, and whatnot? Are they coming in under this, on the question of 
their profitmaking on the incentive contracts ? 

Mr. Bates. We had all that. 

Mr. Becker. I know we had all that. 

Mr. Vinson. They are not coming in. 

Mr. Becker. You are not going into that phase of it? 

P Mr. Vinson. This committee must know something about this whole 
eld. 

Mr. Bates. Mr. Chairman, I asked something about renegotiation. 
That is a ways and means proposition. How did we get into it ? 

Mr. Vinson. Well, we get it under the broad language here. 

Mr. Bates. What can we do about it? 

Mr. Vinson. We can make recommendations. 

Mr. Kirpay. We are charged with making a report to the joint 
committee. 

Mr. Bates. All we are going to do is make the report? 
Mr. Courtney. To the joint committee. 
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Mr. Vinson. That is right. 

I do think that, growing out of this committee, if we reach a 
decision 

Mr. Bares. Mr. Chairman, that is a good analysis. 

Mr. Vinson. We ought to try to reenact something like we passed 
before, in reference to the proclamations. 

Mr. Kitpay. National emergency. 

Mr. Vinson. National emergency. 

Mr. Courtney. Then, we will meet Wednesday morning, Mr. 
Chairman ¢ 

Mr. Vinson. Yes. 

Mr. Courtney. Would you mind meeting through Friday, Mr. 
Chairman ? 

Mr. Vinson. Yes. Get them in here and then we will go through it. 

(Whereupon, at 11:58 a.m., the subcommittee adjourned, to recon- 
vene at 10 a.m., Wednesday, April 27, 1960.) 

















PROCUREMENT PRACTICES IN THE DEPARTMENT OF 
DEFENSE 


WEDNESDAY, APRIL 27, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SrrcraL SuBCOMMITTEE ON ProcuREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 

- maagaapneamaes met at 10:10 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. Let the committee come to order. 

Members of the committee, this is a continuation of our hearing that 
we commenced on Monday. 

The first witness this morning is the Deputy Assistant Secretary of 
Defense, Supplies and Logistics, Mr. Philip LeBoutillier. 

Mr. Secretary, we welcome you here this morning. And you have 
permission to make any statement you desire that will be of aid and 
assistance to the committee in formulating an opinion with reference 
to the responsibility placed upon us by an act of the Congress, with 
which you are quite familiar. 

Secretary LeBoutitu1er. Yes, sir. 

Mr. Vinson. You may proceed. 

Secretary LeBoutmttier. Mr. Chairman and members of the com- 
mittee, I appreciate the opportunity to appear before this committee 
in response to vour invitation to discuss the procurement policies and 
practicesof: Department of Defense. 

We noted, fr. Chairman, that your letter of January 20, 1960, to the 
Secretary of Defense states that the study, which the committee has 
undertaken pursuant to the provisions of Public Law 86-89, will be 
an examination of the experience of the Department— 
in the use of various methods of procurement and types of contractual instru- 
ments, with particular regard to the effectiveness thereof in achieving reason- 
able costs, prices, and profits. 

During the past 3 years, we have made numerous refinements and 
improvements in our procurement policies and practices, such as 
simplifying and speeding up our termination procedures; providin 
for single property administration of all DOD contracts performe 
within the plant of a contractor; developing, together with other Gov- 
ernment agencies, cost principles for cost-reimbursement-type con- 
tracts with educational and other nonprofit institutions; and publish- 
ing on February 1, 1957, a new part 8 of section III of Armed Services 

rocurement Regulations, which prescribed price negotiation policies 
and techniques. 
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However, what I wish particularly to discuss here are the actions 
which we have taken to revise, expand and strengthen the Armed 
Services Procurement Regulations (ASPR) in regard to the pricing 
of defense contracts, including the results of a complete reevalua- 
tion that was made last. year of the negotiated pricing policies and 
practices we issued in 1957. 

Specifically, there are three major areas in this category— 

1. Cost principles; 
2. Price negotiation policies and techniques; and 
3. Subcontracting policies and procedures. 


1. COST PRINCIPLES 


Our policy is to use cost-reimbursement-type contracts only when 
the nature and complexity of the procurement are such that per- 
formance costs cannot be predicted with reasonable accuracy—as in 
contracts having a high content of research, experimentation or devel- 
opment. In recent years, the percentage of our dollars going into 
straight production contracts has been decreasing and the percentage 
going into contracts involving research, experimentation, or devel- 
opment has been increasing. Accordingly, the use of cost-reimburse- 
ment-type contracts has continued to increase. In the last fiscal 
year, 40.9 percent of our procurement dollars were obligated by this 
type of contract. 

During these same years, this committee has recognized the neces- 
sity for a uniform comprehensive set of cost principles for use in the 
determinatior( and consideration of costs throughout the procurement 
process and has urged their promulgation. From time to time we have 
advised of our intensive efforts to provide them. I am pleased to re- 
port that the task has been completed. On November 2, 1959, we 
issued revision 50 to ASPR which contained the first major revision 
of our cost principles since their original issue in 1948. 

These new principles are now in use on a permissive basis and, 
after July 1, 1960, will be incorporated by reference in all cost-reim- 
bursement-type contracts as the contractual basis for cost allowance 
and payment. 4 

Additionally, in all othercontracting and contract settlement situ- 
ations, our new cost principles will serve as a guide in the negotiation 
of prices or settlements, to the extent that evaluation of costs is neces- 
sary for the setting of fair and reasonable prices. A new feature 
of the revised principles is their use in connection with negotiated 
fixed-price-type contracts. While cost information has always been 
considered when appropriate in the pricing of such contracts, no uni- 
form ground rules have been in use throughout the Department of 
Defense. 

All cost-type contracts are subjected, of course, to audit by our 
auditors and final payments are made only on the basis of such audits. 
In accordance with the negotiated pricing direction contained in 
ASPR part 8, section III, audits are especially useful under fixed- 
price-redeterminable and incentive contracts and, where competition is 
insufficient to establish reasonableness of price, under firm fixed-price 
contracts, Our cost principles form the background for these audits 
and provide guidance for the determination of questions concerning 
the allowability and reasonableness of costs. 
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The subject of the reasonableness of costs is most important. Gen- 
erally, our cost principles provide that a cost is unreasonable, and 
hence, unallowable, if it exceeds that which would be incurred by an 
ordinarily prudent firm in the conduct of a competitive business. 
Moreover, we take particular care in scrutinizing the reasonableness of 
specific costs of contractors in industries, or who are performing con- 
tracts in areas, where effective competitive restraints are lacking. One 
of-our tests here is what a prudent businessman would do in the cir- 
cumstances, considering his responsibilities to the owners of the busi- 
ness, his customers, the Government, and the public at large. 

Numerous individual elements of cost have traditionally not been 
allowed in prior cost principles. Examples are advertising costs, bad 
debts, entertainment, contributions and donations, interest on borrow- 
ings, certain selling costs, and so forth. Under the new principles, 
these costs are still unallowable. 

Other individual costs, such as material costs, salaries and wages, 
depreciation, insurance, maintenance, production engineering, train- 
ing and educational costs, and research and development, while allow- 
able, are subject to certain administrative controls and limitations to 
insure that costs charged to the Government are reasonable in amount. 

We have also made provision for reaching agreement with a con- 
tractor on the handling of specific costs—such as precontract, unusual 
travel or research and development costs—in advance of the signing 
of the contract, whether of the fixed-price or cost-reimbursement types, 
whenever the reasonableness and allocability of such costs may be dif- 
ficult to determine, particularly in connection with firms which may 
not be subject to competitive restraints, 

The new principles will provide uniform guidelines for both Gov- 
ernment and industry and, since costs will receive similar treatment 
under all types of contracts, will facilitate selection of the proper 
contract type for the specific procurement at hand. Further, the new 
principles will assist our auditors in preparing advisory audit reports. 

We believe that our comprehensive set of cost principles is a major 
step forward and will materially assist in achieving reasonable costs 
and prices. These new cost principles will be watched closely in 
actual operation and we will be ready to make any changes or revisions 
which are appropriate as we gain experience under them. 


2. PRICE NEGOTIATION POLICIES AND TECHNIQUES 


On February 1, 1957, we published, in ASPR, a new part 8 of sec- 
tion III setting forth policies and techniques for attaining our goal 
of procuring what we need from responsible sources at reasonable 
prices calculated to result in the lowest ultimate overall cost to the 
Government. 

During the past year, a complete reevaluation was undertaken of 
this part 8 in order to improve the pricing of prime and subcontracts. 
The results of this reevaluation were published as a revised part 8 
on October 1, 1959. With the committee’s permission, I wish to intro- 
duce, for the record, this latest revision of our pricing policies and 
techniques. 

Mr. Vinson. Put that in, right there, please. 
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(The policies and techniques follow :) 


(Part 8, Section I1I—Armed Services Procurement Regulation) 
PROCUREMENT BY NEGOTIATION 


PART 8—-PRICE NEGOTIATION POLICIES AND TECHNIQUES 


3-800 Score or Part. This part sets forth the price negotiation policies and 
techniques applicable to negotiated prime contracts and those subcontracts which 
are subject to approval or review within a department. The principles in this 
part apply to negotiation of prices on all types of contracts and to revised prices 
as well as initial prices. 

3-801 Basic Poricy. 

3-801.1 General. It is the policy of the Department of Defense to procure 
supplies and services from responsible sources at fair and reasonable prices 
ealculated to result in the lowest ultimate overall cost to the Government. 
Sound pricing depends primarily upon the exercise of sound judgment by all 
personnel concerned with the procurement. 

3-801.2 Responsibility of Contracting Officers. 

(a) Contracting officers, acting within the scope of their appointments (and 
in some cases acting through their authorized representatives) are the exclusive 
agents of their respective Departments to enter into and administer contracts 
on behalf of the Government in accordance with ASPR and Departmental pro- 
cedures. Each contracting officer is responsible for performing or having per- 
formed all administrative actions necessary for effective contracting. The con- 
tracting officer shall exercise reasonable care, skill and judgment and shall avai! 
himself of all of the organizational tools (such as the advice of specialists in 
the fields of contracting, finance, law, contract audit, mobilization planning, 
engineering, traffic management and cost analysis) necessary to accomplish the 
purpose as, in his discretion, will best serve the interests of the Government. 

(b) To the etxent services of specialists are utilized in the negotiation of 
contracts, the contracting officer must coordinate a team of experts, requesting 
advice from them, evaluating their counsel, and availing himself of their skills 
as much as possible. The contracting officer shall obtain simultaneous coor- 
dination of the specialist efforts to the greatest practical extent. He shall not, 
however, transfer his own responsibilities to them. Thus, the final negotiation 
of price, including price redetermination and evaluation of cost estimates, re- 
mains the responsibility of the contracting officer. 

3-801.3 Responsibility of Other Personnel. Personnel, other than the con- 
tracting officer, who determine industrial mobilization plans and type, quality, 
quantity, and delivery requirements for items to be purchased, can influence the 
degree of competition obtainable as well as have a material effect upon prices. 
Failure to finalize requirements in sufficient time to allow: 

(i) a reasonable period for preparation of requests for proposals; 

(ii) preparation of quotations by offerors; 

(iii) contract negotiation and preparation ; and 

(iv) adequate manufacturing lead time; 
causes delinquency in delviery and uneconomical prices. Requirements issued on 
an urgent basis or with unrealistic delivery schedules should be avoided since 
they generally increase price or restrict desired competition. Personnel deter- 
mining requirements, specifications, mobilization plans, adequacy of source of 
supply and like matters have responsibility in such areas, equal to that of the 
contracting officer, for timely, sound and economical procurement. 

3-802 PREPARATION FOR NEGOTIATION. 

3-802.1 Product or Service. Knowledge of the product or service, and its use, 
is essential to sound pricing. Before soliciting quotations, every contracting 
officer should develop, where feasible, an estimate of the proper price level or 
value of the product or service to be purchased. Such estimates may be ba 
on a physical inspection of the product and review of such items as drawings, 
specifications, job process sheets, and prior procurement data. When neces- 
sary, requirements and technical specialists should be consulted. The primary 
responsibility for the adequacy of specifications and for the delivery require 
ments must necessarily rest with requirements and technical groups. However, 
the contracting officer should be aware of the effect which these factors may 
have on prices and competition, and should, prior to award, inform requirements 
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and technical groups of any unsatisfactory effect which their decisions have on 
prices or competition. 

8-802.2 Selection of Prospective Sources. Selection of qualified sources for 
solicitation of proposals is basic to sound pricing. Proposals should be solicited 
from a sufficient number of competent potential sources to insure adequate com- 
petition. (See ASPR 1-302, 1-902, 3-101, 3-104, 3-105, and 12-102.) 

3-802.3 Requests for proposals. Requests for proposals shall contain the 
information necessary to enable a prospective offeror to prepare a proposal 
properly. The request for proposals shall be as complete as possible with re- 
speet to (i) item description or statement of work; (ii) specifications; (iii) 
Government-furnished property, if any; (iv) required delivery schedule; and 
(v) contract clauses. If a price breakdown is required, the request for proposals 
shall so state. Requests for proposals, including requests for revised proposals, 
shall specify a date for their submission. Any extension of time granted to one 
prospective offeror shall be granted uniformly to all. Each request for proposals 
shall be issued to prospective offerors at the same time and no prospective 
offeror shall be given the advantage of advance knowledge that proposals are to 
be requested. Generally, requests for proposals shall be in writing. However, 
in appropriate cases, such as the procurement of perishable subsistence, pro- 
posals may be solicited orally. 

3-803 TYPE or CONTRACT. 

(a) The selection of an appropriate contract type and the negotiation of 
prices are related and should be considered together. ASPR 3-402 lists some 
of the factors for this joint consideration. The objective is to negotiate a con- 
tract type and price that includes reasonable contractor risk and provides the 
contractor with the greatest incentive for efficient and economical performance. 
When negotiations indicate the need for using other than a firm fixed-price con- 
tract, there should be compatibility between the type of contract selected and 
the contractor’s accounting system. 

(b) In the course of a procurement program, a series of contracts, or a single 
contract running for a lengthy term, the circumstances which make for selection 
of a given type of contract at the outset will frequently change so as to make a 
different type more appropriate during later periods. In particular, the repeti- 
tive or unduly protracted use of cost-reimbursement type or time and materials 
contracts is to be avoided where experience has provided a basis for firmer 
pricing which will promote efficient performance and will place a more reason- 
able degree of risk on the contractor. Thus, in the case of a time and materials 
contract, continuing consideration should be given to converting to another type 
of contract as early in the performance period as practicable. 

38-804 Conpuct or NEGOTIATIONS. 

3-804.1 General. Evaluation of offeror’s or contractors’ proposals, including 
price revision proposals, by all personnel concerned with the procurement, as 
well as subsequent negotiations with the offeror or contractor, shall be com- 
pleted expeditiously. Complete agreement of the parties on all basic issues shall 
be the objective of the contract negotiations. Oral discussions or written com- 
munications shall be conducted with offerors to the extent necessary to resolve 
uncertainties relating to the purchase or the price to be paid. Basic questions 
should not be left for later agreement during price revisions or other supple- 
mental proceedings. Cost and profit figures of one offeror or contractor shall 
not be revealed to other offerors or contractors. 

3-804.2 Late Proposals. (a) Written requests for proposals shall contain a 
provision substantially as follows: 

“Late Proposals. The Government reserves the right to consider proposals 
or modifications thereof received after the date indicated for such purpose, but 
before award is made, should such action be in the interest of the Government.” 

(b) While it is important and desirable that the Government should not be 
precluded from gaining the benefit of late proposals, careful consideration of 
such situations is required to prevent excessive resolicitations and other abuses. 
Where failure of any proposal to arrive on time is due solely to a delay for 
which the offeror was not responsible, or where only one proposal is received, the 
contracting officer may consider the proposal without utilizing the resolicitation 
procedure prescribed below. Proposals, or modifications thereof, received after 
the latest date specified for receipt by the contracting officer should be con- 
sidered if there is a probability of a significant (i) reduction in price or cost 
to the Government, or (ii) technical improvement, as compared with proposals 
previously received. The following procedure shall apply, except that it need 
not be followed for small purchases: 
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(1) Where a late low proposal, or a late proposal otherwise worthy of con- 
sideration, is received from a qualified firm, the contracting officers shall docu- 
ment a recommendation that the proposal, either should or should not be con- 
sidered. and send it for decision to such other authority as may be prescribed 
by the department concerned. 

(2) When it is determined by such other authority that it is in the best in- 
terest of the Government to consider the late proposal, the contracting officer 
shall, consistent with ASPR 3-805.1(a) (ii), resolicit all firms (including the 
late offeror) which have submitted proposals and have been determined to be 
capable of meeting requirements. Such resolicitation shall specify a date for 
submission of new or revised proposals. In appropriate cases, such as where 
further delay in making award will jeopardize meeting the Government’s re 
quirement, a resolicitation may provide that late proposals shail not be con- 
sidered, notwithstanding the Government’s reservation of a right to consider 
such proposals (as stated in the Late Proposals provision required by 3-804.2(a)). 

8-805 SELECTION OF OFFERORS FOR NEGOTIATION AND AWARD. 

3.805.1 General. 

(a) The normal procedure in negotiated procurements, after receipt of initial 
proposals, is to conduct such written or oral discussions as may be required to 
obtain agreements most advantageous to the Government. Negotiations shall 
be conducted as follows: 

(i) where a responsible offeror submits a responsive proposal which, in 
the contracting officer’s opinion, is clearly and substantially more advan- 
tageous to the Government than any other proposal, negotiations may be 
conducted with that offeror only; or 

(ii) where several responsible offerors submit offers which are grouped 
so that a moderate change in either the price or the technical proposal 
would make any one of the group the most advantageous offer to the 
Government, further negotiations should be conducted with all offerors in 
that group. 

Whenever negotiations are conducted with more than one offeror, no indication 
shall be made to any offeror of a price which must be met to obtain further 
consideration, since such practice constitutes an auction technique which must be 
avoided. No information regarding the number or identity of the offerors 
participating in the negotiations shall be made available to the public or to any- 
one whose official duties do not require such knowledge. Whenever negotiations 
are being conducted with several offerors, while such negotiations may be 
conducted successively, all offerors participating in such negotiations shall be 
offered an equitable opportunity to submit such pricing, technical, or other 
revisions in their proposals as may result from the negotiations. All offerors 
shall be informed that after the submission of final revisions, no information 
will be furnished to any offeror until award has been made. Modifications of 
proposals received after the submission of final prices shall be considered only 
under the circumstances set forth in ASPR 3-804.2(b) (relating to late pro- 
posals). 

(b) There are certain circumstances where formal advertising is not possible 
and negotiation is necessary. In the conduct of such negotiations, where a 
substantial number of clearly competitive proposals have been obtained and 
where the contracting officer is satisfied that the most favorable proposal is fair 
and reasonably priced, award may be made on the basis of the initial proposals 
without oral or written discussion; provided, that the request for proposals 
notifies all offerors of the possibility that award may be made without discussion 
of proposals received and, hence, that proposals should be submitted initially 
on the most favorable terms from a price and technical standpoint, which the 
offeror can submit to the Government. In any case where there is uncertainty 
as to the pricing or technical aspects of any proposal, the contracting officer 
shall not make an award without further exploration and discussion prior to 
award. Also, when the proposal most advantageous to the Government involves 
a material departure from the stated requirements, consideration shall be given 
to offering the other firms which submitted proposals an opportunity to submit 
new proposals on a technical basis which is comparable to that of the most 
advantageous proposal; provided, that this can be done without revealing to 
the other firms any information which is entitled to protection under ASPR 3-109. 

(c) Excent where cost-reimbursement type contracts are to be used (see 
ASPR 3-805.2), a request for proposals may provide that after receipt of 
initial technical proposals, such proposals will be evaluated to determine those 
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which are acceptable to the Government or which, after discussion, can be made 
acceptable, and upon submission of prices thereafter, award shall be made to 
that offeror of an acceptable proposal who is the low responsible offeror. 

(d) The procedures set forth in (a), (b), and (c) above may not be applicable 
in appropriate cases when procuring research and development, or special services 
(such as architect-engineer services) or when cost-reimbursement type contract- 
ing is anticipated. Award of a contract may be properly influenced by the 
proposal which promises the greatest value to the Government in terms of 
possible performance, ultimate productibility, growth potential, and other factors 
rather than the proposal offering the lowest price or probable cost and fixed fee. 

(e) Whenever in the course of negotiation a substantial change is made in the 
Government’s requirements (for example, increases or decreases in quantities 
or material changes in the delivery schedules), all offerors shall be given an 
equitable opportunity to submit revised proposals under the changed require- 
ments. 

3-805.2 Cost-Reimbursement Type Contracts. In selecting the contractor for 
a cost-reimbursement type contract, estimated costs of contract performance and 
proposed fees should not be considered as controlling. There is no requirement 
that cost-reimbursement type contracts be awarded on the basis of either (1) 
the lowest proposed cost, (2) the lowest proposed fee, or (3) the lowest total 
estimated cost plus proposed fee. The cost estimate is important to determine 
the prospective contractor’s understanding of the project and ability to organize 
and perform the contract. The agreed fee must be within the limits prescribed 
by law and regulation and appropriate to the work to be performed (see ASPR 
8-808). Beyond this however, the primary consideration in determining to whom 
the award shall be made is: Which contractor can perform the contract in a 
manner most advantageous to the Government. 

3-806 CosT PROFIT AND PRICE RELATIONSHIPS. 

(a) Where products are sold in the open market, costs are not necessarily the 
controlling factor in establishing a particular seller’s price. Similarly where 
competition may be ineffective or lacking, estimated costs plus estimated profit 
are not the only pricing criteria. In some cases, the price appropriately may 
represent only a part of the seller’s cost and include no estimate for profit or fee, 
as in research and development projects where the contractor is willing to share 
part of the costs. In other cases, price may be controlled by competition as set 
forth in ASPR 3-805.1(a). The objective of the contracting officer shall be to 
negotiate fair and reasonable prices in which due weight is given to all relevant 
factors, including those in ASPR 3-101. 

(b) Profit or fee is only one element of price and normally represents a smaller 
proportion of the total price than do such other estimated elements as labor and 
material. While the public interest requires that excessive profits be avoided, 
the contracting officer should not become so preoccupied with particular elements 
of a contractor’s estimate of cost and profits that the most important considera- 
tion, the total price itself, is distorted or diminished in its significance. Govern- 
ment procurement is concerned primarily with the reasonableness of the price 
which the Government ultimately pays, and only secondarily with the eventual 
cost and profit to the contractor. 

3-807 Pricina TECHNIQUES. 

3-807.1 General. Policies set forth in this part may be applied in a variety 
of ways in the evaluation of offerors’ or contractors’ proposals and in the nego- 
tiation of contract prices. The extent to which any particular method, or com- 
bination of methods, should be used will depend upon the judgment of the con- 
tracting officer. The following paragraphs describe several of the principal 
price negotiation techniques and the circumstances under which each may be 
used. They are equally applicable to initial and subsequent price negotiations. 

3-807.2 Pricing Individual Contracts. Each contract shall be priced sep- 
arately and independently, and no consideration shall be given to losses or profits 
realized or anticipated in the performance of other contracts. This prohibi- 
tion neither prevents the negotiation of fixed overhead and other rates appli- 
cable to several contracts during annual or other specific periods nor prohibits 
forward pricing agreements applicable to several contracts. 

3-807.3 Price Analysis. 

(a) Some form of price analysis should be made in every procurement, even 
when competitive proposals have been submitted. The presence of effective com- 
petition, however, may make it possible to limit considerably the degree of price 
analysis required. In the absence of effective price competition, the negotiating 
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team must make a thorough analysis of contractors’ proposals and must be in 
possession of current, complete, and correct cost or pricing data before decisions 
are made on contract prices. Accordingly, the contractor should be required 
to furnish such data promptly as it becomes available throughout the negotia- 
tion process. To assure that the negotiating team is in possession of such data, 
the certificate set forth in ASPR 3-807.7 shall be obtained for each separate 
negotiation when the amount of the procurement action exceeds $100,000, and 
the price negotiated is based more on the contractor’s actual or estimated cost 
than on effective competition, established catalog or market prices, or prices set 
by law or regulation. The certificate may be required when lesser amounts are 
involved in particular cases where the contracting officer considers that the cir- 
cumstances warrant such action. The certificate shall be obtained from the 
prime contractor immediately prior to agreement on negotiated prices, targets, 
or price revisions. However, the requirement for a contractor’s certificate of 
pricing is not to be considered a substitute for a thorough examination and 
analysis of the contractor’s proposal by the negotiating team. 

(b) One form of price analysis is the comparison of prior quotations and con 
tract prices with current quotations for the same or similar end items. To 
provide a suitable basis for comparison, appropriate allowances may have to be 
made for differences in such factors as specifications, quantities ordered, time 
for delivery, Government-furnished materials, and the general level of busi- 
ness and prices. 

(ce) Rough yardsticks may often be developed (in such terms as dollars per 
pound, per arg agi? or other units) to point up apparent gross inconsistencies 
which should be subjected to additional pricing techniques, including cost 
analysis. Such yardsticks should be considered as an indispensable adjunct 
to cost analysis, since a study of a single offeror’s estimated costs in sole source 
situations will not indicate whether the proposed price is fair and reasonable 
because it affords no opportunity for comparison with other products of the 
same kind. 

3-807.4 Cost Analysis. 

(a) The need for cost analysis depends on the effectiveness of the methods of 
price analysis outlined in ASPR 3-807.3, the amount of the proposed contract, 
and the cost and time needed to accumulate the information necessary for 
analysis. When cost analysis is undertaken, the contracting officer must exer- 
cise judgment in determining the extent of the analysis. Cost analysis is de. 
sirable whenever: 

(i) effective competition has not been obtained ; 

(ii) a valid basis for price comparison has not been established, because 
of the lack of definite specifications, the novelty of the product, or for 
other reasons ; 

(iii) price comparisons have revealed apparent inconsistencies which 
cannot be satisfactorily explained or otherwise reasonably accounted for; 

(iv) the prices quoted appear to be excessive on the basis of informa- 
tion available; 

(v) the proposed contract is of a significant amount and is to be awarded 
to a sole source; 

(vi) the proposed contract will probably represent a substantial per- 
centage of the contractor’s total volume of business ; or 

(vii) a cost-reimbursement, incentive, price redeterminable, or time and 
material contract is negotiated. 

(b) Cost analysis involves the evaluation of specific elements of cost and 
the effect on prices of such factors as: 

(i) allowances for contingencies ; 

(ii) the necessity for certain costs; 

(iii) the reasonableness of amounts estimated for the necessary costs; 

(iv) the basis used for allocation of overhead costs; and 

(v) the appropriateness of allocations of particular overhead costs to 
the proposed contract. 

(ec) Among the several types of cost comparisons that should be made, where 
the necessary data are available, are comparisons of a contractor's or offeror’s 
current estimated costs with: 

(i) actual costs previously incurred by the contractor or offeror; and 
with its last prior estimate for the same or similar item or with a series 
of prior estimates ; 

(ii) current estimates from other possible sources ; and 
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(iii) prior estimates or historical costs of other contractors manufactur- 
ing the same or similar items. 

(d) Forecasting future trends in costs from historical cost experience is of 
primary importance in pricing. In periods of either rising or declining costs, an 
adequate cost analysis must include some evaluation of the trends. Even in 
periods of relative price stability, trend analysis of basic labor and materials 
costs should be undertaken in cases involving production of recently developed, 
complex equipment. In some cases, probable increases in labor efficiency, and 
reductions in material spoilage as a contractor’s work force gains in experience 
with such new products can be predicted statistically. Efficiency curves may 
be devised to predict the reduction in the spoilage rate; learning curves may 
be devised to evaluate reductions in labor hours. Effective use of learning 
curves depends on the presence of the following elements: 

(i) direct labor should represent a substantial element of the total price; 

(ii) the contract price should be large enough to warrant the time spent 
in collecting the statistical data necessary to construct valid curves; 

(iii) the proposed contract should cover production over a relatively 
long period ; 

(iv) a substantial body of historical labor cost data must be available ; 
and 

(v) the product must be a complex, non-standard item requiring a sub- 
stantial amount of assembly labor (where relatively large amounts of auto- 
matic machinery are to be employed, or the product is a relatively standard 
item, learning curves may be of little value). 


* 3-807.5 Subcontracting. 


(a) The amount and quality of subcontracting may be a major factor influ- 
encing price. Since a large proportion of the procurement dollar is spent by 
prime contractors in subcontracting for work, raw materials, parts, and com- 
ponents, efficient purchasing practices by a contractor will contribute heavily 
toward efficient and economic production. While basic responsibility rests with 
the prime contractor for decisions to make or buy, for selection of subcon- 
tractors, and for subcontract prices and subcontract performance, the contract- 
ing officer must have adequate knowledge of these elements and their effect on 
prime contract prices. Therefore, contractors’ ‘‘make or buy” programs and 
proposed subcontracts should be reviewed in accordance with Part 9 of this 
section III and the information from such review should be used in negotiating 
prime contract prices. Even though not specifically required by Part 9, the con- 
tracting officer should, where appropriate, elicit from the offeror or contractor 
information concerning: 

(i) the purchasing practices of the prime contractor ; 

(ii) the principal components to be subcontracted and the contemplated 
subcontractors, including (A) the degree of competition obtained, (B) cost 
or price analyses or price comparisons accomplished, including current, com- 
plete and correct cost or pricing data, and (C) the extent of subcontract 
supervision ; 4 

(iii) the types of subcontracts; i.e., firm fixed-price or other (see ASPR 
38-401) ; and 

(iv) the estimated total extent of subcontracting, including procurement 
of purchased parts and materials. In connection with (ii) (B) above, the 
contracting officer shall, in the case of subcontracts which meet the criteria 
of ASPR 3-807.3(a), require the prime contractor to obtain from first-tier 
subcontractors a certificate as set forth in ASPR 3-807.7, modified to reflect 
that it is a certification to the prime contractor rather than to the Govern- 
ment. The prime contractor shall be required to furnish such certificate to 
the contracting officer. 

(b) Where subcontracts are placed on a price redetermination or fixed-price 
incentive basis, it is particularly important in negotiating revisions of prime 
contract prices that there be substantial assurance that there was initial close 
pricing of subcontracts. Also, contracting officers should be alert to the risk of 
establishing firm redetermined prime contract prices while a major subcontract 
is still subject to price redetermination and may eventually be redetermined at 
4 price far lower than that ascribed to it in redetermining the prime contract 
price, with consequent profits to the contractor far in excess of those contem- 
Plated in the prime contract price negotiation. However, in some cases, it may 
be appropriate to negotiate firm prime contract prices even though the con- 
tractor has not yet established final subcontract prices, if the contracting officer 
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can justify as reasonable the amount included for subcontracting, e.g., where 
fairly definite cost data on subcontract prices are available. In other cases, 
where certain subcontracts are subject to redetermination and available cost 
data on these subcontracts are highly indefinite but other circumstances require 
prompt negotiation of revised prime contract prices, the contract modification 
which evidences the revised contract prices should provide for adjustment of the 
total amount paid or to be paid under the contract on account of subsequent re- 
determination of specified subcontracts. This may be done by including in the 
contract modification a provision substantially as follows: 

“Promptly upon the establishment of firm prices for each of the subcontracts 
listed below, the Contractor shall submit, in such form and detail as the Con- 
tracting Officer may reasonably require, a statement of costs incurred in the 
performance of such subcontract and the firm price established therefor. 
Thereupon, notwithstanding any other provisions of this contract as amended 
by this modification, the Contractor and the Contracting Officer shall negotiate 
an equitable adjustment in the total amount paid or to be paid under this con- 
tract to reflect such subcontract price revision. The equitable adjustment shall 
be evidenced by a modification to this contract, signed by the Contractor and 
the Contracting Officer.” 

[LIST SUBCONTRACTS ] 


(c) In negotiating prime contracts where the award is not determined by 
price competition and in consenting to cost-plus-fee subcontracts, the contracting 
officer shall make every effort to insure that fees under such subcontracts never 
exceed— 

(i) ten percent (10%) of the estimated cost, exclusive of fee, in the case 
of any subcontract for experimental, developmental, or research work; or 

(ii) seven percent (7%) of the estimated cost, exclusive of fee, in the case 
of any other subcontract; unless the payment of higher fees is approved by 
the Secretary concerned or his designees. These limits should not be in- 
serted in the prime contract because such action might tend to inflate fees 
customarily negotiated at lower rates. 

3-807.6 Sole Source Items. When purchases of standard commercial or modi- 
fied standard commercial items are to be made frem sole source suppliers’ use of 
the techniques of price and cost analysis may not always be possible. In such 
instances and consistent with the volume of procurement normally consummated 
with the contractor, the contractor’s price lists and discount or rebate arrange- 
ments should be examined and negotiations conducted on the basis of the “best 
user,” “most favored customer” or similar practice customarily followed by the 
contractor. Such price negotiations should consider the volume of business an- 
ticipated for a fixed period, such as a fiscal year, rather than the size of the in- 
dividual procurement being negotiated. When a contractor whose product is re- 
quired because of its proprietary character or whose technical assistance is essen- 
tial declines to negotiate a profit or fee in accordance with the considerations and 
factors set forth in ASPR 3-808.1 or 3-808.2, or demands a profit or fee which the 
contracting officer considers to be unreasonable in relation to the supplies to be 
furnished or services or work to be performed, the procuring activity concerned 
should attempt to develop an alternate source of supply. 

3-807.7 Certificate of Current Pricing Data. Where a certificate of current 
cost or pricing data is required in accordance with ASPR 3-807.3(a), it shall be 
in the form set forth below and shall be included in the contract file along with 
the memorandum of the contract negotiation. 

“This is to certify, to the best of my knowledge and belief, that in the prepara- 
I anne a oe eters e being (to be) pro- 
duced under the terms of (contract, proposal, quotation, etc.) No.___---------- : 

(i) all available actual or estimated costs or pricing data have been considered in 
preparing the price estimate, and made known to the Contracting Officer for his 
use in evaluating the estimate, and (ii) any significant changes in the above 
data which have occurred since the preparation of the above proposal through 
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Note that 18 U.S.C. 1001 prescribes criminal penalties for making false represen- 
tations to the Government. 

3-807.8 Unacceptable Substitutes for Pricing Negotiations. Contracting offi- 
cers shall not rely primarily (i) on the contractor’s certificate as to the reliability 
of current data used in negotiations where effective competition is not obtained, 
nor (ii) on profit limiting statutes as remedies for ineffective pricing. Such 
statutes generally provide for the recapture of excessive profits. 

8-808 PROFIT oR FEE. 

8-808.1 General. A fair and reasonable provision for profit or fee cannot be 
made by simply applying a certain predetermined percentage to the cost estimate 
or selling price of a product. Rather, the profit or fee should be first established 
as a dollar amount, after considering the factors set forth in this paragraph 
3-808. Therefore, where a fee is involved and it is necessary to determine the 
percentage relationship between the fee and the estimated cost of the contract in 
order to comply with administrative and statutory limitations on fees for cost- 
reimbursement type contracts, the percentage shall be determined only after the 
dollar amount of the fee has been established for negotiation purposes. 

8-808.2 Factors for Determining Fee or Profit. The factors set forth in sub- 
paragraphs (a) through (i) below should be considered in determining profit 
or fee in all contracts, whether for supplies or services; for construction work ; 
or for experimental, developmental, or research work; and whether of the fixed- 
price type or of the cost-reimbursement type unless otherwise specified in the 
particular factor. All of the following factors, as set forth in (a) through (i) 
below should be evaluated in the light of the basic policy set forth in ASPR 
3-801.1 which provides that supplies and services shall be procured from re- 
sponsible sources at fair and reasonable prices calculated to result in the lowest 
overall cost to the Government : 

(a) Effect of Competition. Where competition is adequate and effective and 
proposals are on a firm fixed-price basis, the contracting officer normally need 
not consider in detail the amount of estimated profit included in a price. Where 
effective competition is lacking, the estimate for profit for the proposed fixed fee 
should be analyzed in the same manner as all other elements of price, applying 
the factors set forth in this paragraph 3-808. 

(b) Degree of Risk. 5; 

(1) The degree of risk assumed by the contractor should influence the amount 
of profit or fee a contractor is entitled to anticipate. For example, where a por- 
tion of the risk has been shifted to the Government through cost-reimburse- 
ment or price redetermination provisions, unusual contingency provisions, or 
other risk-reducing measures, the amount of profit or fee should be less than 
where the contractor assumes all risk. 

(2) Some cost-plus-a-fixed-fee contracts and task orders for research and de- 
velopment call for the delivery of prototypes of other “hardware.” Other such 
contracts or task orders require only that the contractor exert its “best efforts” 
to deliver the required end item. Frequently this is because the contractor is 
not willing to assume the additional burden of incurring substantial cost over- 
tuns without additional fee in order to complete performance. When the con- 
tract calls for delivery of developed models in accordance with well-defined per- 
formance or design characteristics or a predetermined delivery schedule, or 
both, in contrast to an obligation only to exert its “best efforts” to develop and 
deliver such models, payment of the fee should be conditioned on performance 
in accordance with the contractor’s obligation to deliver, and in such cases the 
contractor may be entitled to a larger fee both because of the risk inherent in 
its commitment and because of the successful completion of the work. 

(ce) Nature or Work to be Performed.—A major consideration in the determi- 
nation of the amount of profit or fee, particularly in connection with experi- 
mental, developmental, or research work, is the difficulty or complexity of the 
work to be performed and any unusual demands of the contract, such as whether 
the project involves a new approach unrelated to existing equipment or only re- 
finements on existing equipment, whether the caliber or class of engineer involved 
\s that of an “idea-man,” or whether the contractor is to be required by the con- 
tract to assign to the work unusually skilled talent. 

(d) Extent of Government Assistance. The Department of Defense en- 
courages its contractors to perform their contracts with the minimum of finan- 
cial, facilities, or other assistance from the Government. Where extraordinary 
financial, facilities, or other assistance must be furnished to a contractor by 
the Government, such extraordinary assistance should have a modifying effect in 
determining what constitutes a fair and reasonable profit or fee. (See also 
ASPR 3-404.3(d).) 
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(e) EHatent of the Contractor’s Investment. The extent of a contractor's total 
investment (i.e., both equity and borrowed capital) in the performance of the 
contract will be taken into consideration in determining the amount of the fee 
or profit. 

(f) Character of Contractor’s Business. Recognition must be given to the 
type of business normally carried on by the contractor, the complexity of manuv- 
facturing techniques, the rate of capital turnover, and the effect of each in- 
dividual procurement upon such business. For example, where a contractor is 
engaged in an industry where the turnover of working capital is low, generally 
the profit objective on individual contracts is higher than in those industries 
where the turnover is more rapid. 

(g) Contractor's Performance. In addition to the factors set forth in ASPR 
3-101, the contractor’s past and present performance should be evaluated in such 
areas as quality of product, quality control, scrap and spoilage, efficiency in cost 
control (including need for and reasonableness of cost incurred), meeting delivery 
schedules, timely compliance with contractual provisions, creative ability in 
product development (giving consideration to commercial potential of product), 
engineering (including inventive, design simplification, and development con- 
tributions), management of subcontract programs, and any unusual services fur- 
nished by the contractor. Where a contractor has consistently achieved ex- 
cellent results in the forgoing areas in comparison with other contractors in 
similar circumstances, such performance merits a proportionately greater op- 
portunity for profit or fee. Conversely, a poor record in this regard should be 
reflected in determining what constitutes a fair and reasonable profit or fee. 

(h) Subcontracting. In negotiating the profit or fee, the nature and extent 
of any subcontracting should be considered, particularly as it bears on the con- 
tractor’s performance, administrative responsibility, financial investment, and 
degree of risk as outlined above. The degree and nature of subcontract pro- 
grams vary on a broad spectrum. While it is not possible to define precisely the 
exact profit or fee treatment to be accorded each situation, the general guide- 
lines which follow will be taken into consideration. The evaluation of a con- 


tractor’s subcontracting program should not consist-merely of applying arbitrary: 


percentages of profit to subcontract prices in negotiating the prime contract 


price. A relatively large amount of subcontracting need not make for nego- 


tiation of a lesser profit or fee—the character and circumstances of the subcon- 
tracting and the effect on the prime contractor’s costs must be taken into account. 
Although purchased material and subcontracted work are usually properly in- 
cluded in the base upon which profit is computed, instances may arise in which 
a significant portion or portions of a contract are subcontracted in such a way 
that only a minimum amount of responsibility or risk remains with the prime 
contractor. In such a case, the amount of fee or profit should be less than 
where the contractor assumes substantial risk. Of primary importance is the 
degree to which the subcontracting provides a better product and lower costs, 
with timely delivery, and in which the contractor assumes heavy managerial 
effort, responsibility and risk. In this connection, consideration should be given 
to the contractor’s past and present effectiveness in offering to qualified small 
business concerns and to firms in labor surplus areas an opportunity to compete 
for subcontracts (see for example, ASPR 1-707.3) and to the contractor's 
furnishing assistance to such concerns as they require or as the Government may 
specifically request. A contractor’s effectiveness in furnishing such opportunity 
or assistance to an unusual or exceptional degree, should be given favorable 
consideration in determining the amount of fee or profit. 

(i) Unrealistic Estimate. If records reveal that a contractor’s actual costs 
are consistently lower than his estimated costs (indicating a practice of exces- 
sive estimates), and if the contractor refuses to provide what seems to be reason- 
able estimate of costs, a lower profit or fee should be considered. 

3-808.3 Incentive Profit or Fee. See ASPR 3-403.4, 3-404.4, and 3-406. 

3-808.4 Minimal Fees or Cost Sharing Arrangements. In certain circum- 
stances, as where experimental, developmental, or research work is attractive 
because of direct or potential commercial applications, consideration should be 
given to using a contract providing for only a nominal or token fee, or no fee. 
or on a cost-sharing basis. 

3-808.5 Fee Limitation for Experimental, Developmental, or Research Work. 

In connection with the administrative and statutorv limitations on fees set 
forth in ASPR 3-404.3(c). the existence of the administrative limitation of 10 
percent for research and development work should not prevent the negotiation 
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of fees, either fixed or incentive, up to the level of the statutory limitation of 15 
percent in the appropriate circumstance. Such cases, however, shall be fully 
documented through factual support including specific details of prior experi- 
ence with the contractor, the complexity of the work to be performed, and the 
details in connection with all of the above factors. Contractors proposing such 
fees should be required to support their proposals in a similar manner. These 
requirements apply not only to fixed fees but to incentive fees as well which 
in their final evaluation can exceed the administrative limitation. 

3-809 AUDIT AS A PRICING AID. 

(a) General. The audit services within the Military Departments should be 
utilized as a pricing aid by the contracting officer to the fullest extent appropri- 
ate when the dollar amount involved is sufficiently large to, or special circum- 
stances exist which warrant the time and expense required for the particular 
type of advisory audit, special survey, or audit analysis of price or cost desired. 
Judicious use of audit services will expedite proper pricing. The determina- 
tion as to the necessity of an audit report for pricing purposes is the responsi- 
bility of the contracting officer. When requesting audit services, the contract- 
ing officer shall state the purpose for which the report is to be used and define 
any specific areas of audit examinations which should be given special attention. 

(b) Application. Except for contracts containing retroactive price revision 
clauses, pricing techniques are concerned mainly with estimates of future costs. 
Therefore, audit reports for either retroactive or prospective pricing should not 
only establish costs accrued to a specific cutoff point for price proposal purposes 
but also should include cost trends and other available information which would 
be of assistance to the contracting officer in price negotiation. Such audit 
reports will serve a useful purpose in: 

(i) the evaluation of contingency allowances, overhead allocations, pur- 
chasing management efficiency, and similar cost elements; 

(ii) both the initial and subsequent pricing of contracts containing price 
revision clauses ; 

(iii) establishing limitations on costs and price revision adjustments; and 

(iv) establishing negotiated overhead rates for cost-reimbursement type 
contracts. 

(c) Conditions for use. Close coordination between the audit agency and pro- 
curement personnel will assist in determining the necessity of audit of price or 
cost proposals or the necessity of special surveys relating to contractor’s account- 
ing or purchasing systems. Some of the conditions under which the contracting 
officer should consider the use of audit services include: 

(i) inadequate knowledge concerning the contractor’s accounting policies, 
cost systems, or substantially changed methods or levels of operation ; 

(ii) previous unfavorable experience indicating doubtful reliability of the 
contractor’s estimating, accounting, or purchasing methods; 

(iii) procurement of a new product for which cost experience is lacking; 
and 

(iv) contract performance requiring a substantial period of time. 

3-810. EXCHANGE OF INFORMATION. In appropriate cases it is desirable to 
exchange and coordinate specialized information regarding a contractor between 
Military Departments, bureaus, technical services and other procuring activities 
since it will provide uniformity of treatment of major issues and it may aid in 
the resolution of particularly difficult or controversial issues. 

3-811 Recorp or Prick NEGoTIATION. At the conclusion of each negotiation 
of an initial or a revised price, the contracting officer shall promptly prepare or 
cause to be prepared a memorandum, setting forth the principal elements of the 
price negotiation, for inclusion in the contract file and for the use of any 
reviewing authorities. The memorandum shall be in sufficient detail to reflect 
the most significant considerations controlling the establishment of the initial or 
revised price. 


Secretary LeBoutitier. This part sets forth the pricing tools we 
have; namely, the team of specialists available to advise and assist the 
contracting officer, the objective of the types of contracts which have 
been made available, the expanded use of audit as a pricing aid, and 
the requirement for the use of current, complete, and accurate cost and 
pricing data. 

I should like to say a further word about our types of contracts and 
the pricing of prime contracts. 

55096—60-—11 
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(a) Types of contracts: In formally advertised procurements, the 
firm fixed-price contract and the fixed-price contract with escalation 
are the only types of contracts that may be used. 

The firm fixed-price contract, our preferred type, provides for the 
exchange of a specified item for a specific price, which is not subject 
to adjustment regardless of actual performance costs. With respect 
to procurements over $10,000 in fiscal year 1959, 32.8 percent of our 
dollars were obligated by this type of contract and accounted for 72.4 
percent of the total of such actions. 

The fixed-price contract with escalation provides for the upward 
or downward revision of the contract price upon the actual occurrence 
of specified contingencies. By this type contract, we pay only for 
what does happen, not what may happen. In fiscal year 1959, 63 
percent of our dollars and 3.2 percent of our actions resulted from the 
use of this contract. 

The remainder of our types of contracts can only be used in nego- 
tiated procurements. 

The fixed-price, redeterminable contract provides for taking a sec- 
ond look at the reasonableness of the price initially negotiated in the 
light of actual cost experience gained during partial production of the 
contract items. In fiscal year 1959, 4.7 percent of our dollars and 3.6 
percent of the actions resulted from this type of contract. 

The fixed-price incentive contract permits a contractor to make 
more dollars of profit when his actual performance costs are less than 
the target cost negotiated and provides for fewer dollars of profit if 
actual costs of performance exceed the target. The possibility of 
contractors inflating their cost estimates is no greater under incen- 
tive contracts than under any other type of contract. Furthermore, 
unlike the case of firm, fixed-price contracts where the contractor 
retains all the difference between estimated and actual costs, the Gov- 
ernment and the contractor, under incentive contracts, share in the 
savings between target and actual costs. Thus, the chances for “wind- 
fall” profits are obviously less than under a firm fixed-price contract. 
In fiscal year 1959, 15.8 percent of our dollars were obligated by such 
contracts and accounted for 5.4 percent of our procurement actions. 

As stated earlier, 40.9 percent of our dollars in fiscal year 1959 were 
obligated by cost-reimbursement-type contracts—34.3 percent. by cost- 
plus-a-fixed-fee contracts. Under such contracts, the contractor is 
reimbursed for the allowable cost of performance as determined by 
ASPR section XV and the terms of the contract, which also provides 
for a fixed fee which does not vary with actual costs of performance. 

The cost-plus-incentive fee contract is similar in principle to the 
fixed-price incentive and, in fiscal year 1959, accounted for 3.2 percent 
of our procurement dollars and 0.5 percent of our actions. 

With your permission, Mr. Chairman, I wish to introduce for the 
record a copy of a paper on “Types of Contracts” which we prepared 
for the Thurmond subcommittee of the Senate Committee on Armed 
Services and which discusses in detail the purposes and use of all our 
various types of contracts. 

Mr. Vinson. Put that in. 

(The paper follows:) 
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TYPES OF CONTRACTS 


We would like to take up now another important subject—the types of 
contracts we use in defense procurement. We will discuss, as briefly as the 
subject matter permits, our most important contract types. 

The term “type of contract” has different meanings. It is used, in one sense, 
to indicate differences in form and structure. Examples and letter contracts, 
purchase orders, and indefinite delivery type contracts. The term has also been 
used to indicate the end purpose of contracts, such as research, supply, con- 
struction or ship repair. Finally, it is used to distinguish significantly different 
compensation arrangements as in fixed-price, incentive, or cost-plus-a-fixed-fee 
contracts. It is in the sense of this last meaning that we will discuss the subject 
of types of contracts. 

The complexity of military procurement during and since World War II 
demanded and stimulated the development of types of contracts having greater 
flexibility than the standard fixed-price contracts generally in prior use. The 
success is evidenced by the variety of contract types now available for use. 
Yet, it would be easy, by thinking too much in terms of the number of new 
contract types developed, to overlook the importance of another factor essential 
to achieving good contracts. This is the skill of the contracting officer and 
negotiator in negotiating. While the availability of more suitable contract 
types greatly enhances the possibility of negotiating successful contracts, none 
is self-executing nor an end in itself. They must be carefully selected and 
negotiated. Use of a particular contract type in an individual pricing situation 
that it was not designed to meet would not produce the result desired. How- 
ever, when the type of contract appropriate to the circumstances at hand is 
properly selected and skillfully negotiated, we have greater assurance of a 
successful contract. 

Initially, we should point out that in contracts made by formal advertising, 
only the fixed-price contracts, with or without provision for escalation, may be 
used. Other types of contracts can not be made by formal advertising because, 
under compensation arrangements that are flexible in nature, it is impossible 
to say at the outset who the low bidder is within the meaning of 10 U.S.C. 
2305(c). In connection with negotiated procurement, the Secretary of each 
nilitary department is authorized, subject to certain exceptions, to “make any 
contract that he considers will promote the best interests of the United States” 
(10 U.S.C. 2306(a)). The one type of contract that may not be used is the 
cost-plus-a-percentage-of-cost contract. Subject to this prohibition, the possible 
combinations and variations in the types of contracts that may be used are 
limited only by our own imaginations. 

ASPR defines and describes our types of contracts, the areas of appropriate 
application for each, policies and considerations governing their selection, and 
conditions imposed on their use. We have divided our approved types of 
contracts into four categories : 

(1) Fixed-price contracts ; 

(2) Cost-reimbursement contracts ; 
(3) Special incentive contracts; and * 
(4) Special-purpose contracts. 

Before we start discussing these various contract types, let us run down quickly 
some of the factors that must be considered before an intelligent decision may 
be made as to the appropriate contract to be used : 

1. the type and complexity of the item; 

2. the urgency of the requirement; 
8. the period of contract performance and length of the production 
run ; 
4. the degree of competition present ; 

5. the difficulty of estimating performance costs due to such factors as 
the lack of firm specifications, the lack of production experience, or the 
instability of design ; 

6. the availability of comparative cost data, or lack of firm market prices 
or wage levels ; 

7. prior experience with the contractor ; 

8. the extent and nature of subcontracting contemplated ; 

9. the assumption of business risk ; 
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10. the technical capability and financial responsibility of the contractor; 


nd 
11. the administrative cost to both parties. 

As you know, the selection of the contract type is generally a matter for 
negotiation with the contractor. The proper selection and negotiation of the 
appropriate type is of prime importance in obtaining fair and reasonable prices, 
Type of contract and pricing are interrelated and, therefore, are considered 
together in negotiation. Through consideration of the factors we referred to, 
we seek to achieve our primary objective in each procurement; namely, to 
negotiate the type of contract and price which include a reasonable amount 
of risk to the contractor while, at the same time, providing him with the greatest 
incentive for efficient and economical performance. 

Our first type of contract is the— 


FIRM FIXED-PRICE CONTRACT 


This is the basic type of contract for defense procurement. We prefer it 
over all others. As noted earlier, in formally advertised procurements, the 
firm fixed-price contract, with or without provision for escalation, is the only 
type that may be used. In negotiated procurements, ASPR directs that it be 
used unless, under the attendant circumstances, use of another type is more 
appropriate. 

The firm fixed-price contract, as the name implies, is an agreement by the 
contractor to furnish designated supplies or services at a specified price which 
is not subject to adjustment in the light of performance costs. In its basic form, 
the firm fixed-price contract carries the greatest risk and offers the greatest 
possibility of profit or loss of any type of contract. The contractor cannot col- 
lect more than the agreed fixed price, but is entitled to receive the full amount 
of the fixed-price, regardless of his actual performance costs. 

This type of contract is best suited for procurements where reasonably definite 
specifications are available, price competition exists, production experience is 
present, and costs can be predicted with reasonable certainty. 

Since this type of contract provides fundamentally for a simple exchange of a 
specified sum of money for a specified item it is the easiest and least costly of 
all contract types to administer. Examples of items for which we use this 
contract are standard commercial items, modified commercial items, or military 
items for which adequate information on production and cost is available. With 
respect to procurements in excess of $10,000 in fiscal year 1959, 32.8 percent 
of our procurement dollars were obligated under firm fixed-price contracts, and 
accounted for 72.4 percent of the total of such procurement actions. 


FIXED-PRICE CONTRACT WITH ESCALATION 


Because the firm fixed-price contract provides for the future delivery of sup- 
plies or services at a price fixed at the time the contract is executed, contractors 
often seek to protect themselves against various future contingencies by includ- 
ing allowances therefor in the price. This naturally occurs, for example, where 
serious doubt exists as to the stability of market and labor conditions over which 
the contractor has no control and where these contingencies are expected to con- 
tinue during an extended period of performance. 

To acc mmodate this situation, the fixed-price contract with escalation provi- 
sions has been developed to provide for the upward and downward revision of 
the stated contract price upon the actual occurrence of certain specified contin- 
gencies. When such contingency areas can be identified, we find that it is good 
commonsense for the Government to assume the risk of these contingencies occur- 
ring rather than to include an allowance for such contingencies in the price, 
which the contractor would retain whether or not the contingency materialized. 
ASPR provides, therefore, that the firm fixed-price contract shall not be used 
when contingency allowances in a proposed contract price are considered un- 
reasonab'e. Where use of escalation is agreed upon, permissible upward price 
adjustments are limited by establishment of a reasonable ceiling (not to exceed 
110 percent of the base price), and provisions are also included for downward 
adjustments of contract price in those instances where the prices or rates upon 
which the escalation is based fall below the base levels provided in the contract. 
In other words, such contracts provide for payments by the Government over 
and above the original fixed price upon the happening of a specified contingency 
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(such as the imposition of additional taxes, or an increase in a labor or material 
index). Conversely, they also provide for a reduction of the contract price in 
the event that the actual occurrence of the contingency reduces the cost of per- 
forming the contract. In this way, we pay for only what does happen, not what 
may happen. 

An example where this type of contract is frequently used is the procurement 
of steel or coal, the prices of which are so directly affected by industrywide labor 
rates. With respect to procurements which exceeded $10,000 in fiscal year 1959 
63 percent of our procurement dollars were obligated under fixed-price contracts 
with escalation and accounted for 3.2 percent of the total of such procurement 
actions. 

The remainder of the contract types which we will discuss, as noted earlier, 
cannot be used in formally advertised procurements. 


FIXED-PRICE CONTRACT PROVIDING FOR REDETERMINATION OF PRICE 


It sometimes happens that the lowest fixed price which the prospective con- 
tractor is willing to accept is greater than the contracting officer is willing to 
obligate the Government to pay. For example, in the case of a comparatively 
new item, the uncertainties of production costs may be such that neither the 
Government nor the contractor can be assured that an initially negotiated price 
would remain valid through the life of the contract. Negotiation may bring out 
the further fact, however, that during performance a point will be reached when 
sufficient cost experience will have been attained so that a reasonable fixed price 
can then be negotiated. What is needed here, therefore, is a form of contract 
whereby the parties, in the light of the actual cost experience gained during par- 
tial production of the contract items, can take a second look at the reasonable- 
ness of the price initially negotiated. To meet this situation, the fixed-price con- 
tract providing for redetermination of price was developed. 

Under the fixed-price redeterminable type contract, the parties negotiate an 
initial fixed price based upon the best cost data or cost estimates they can de- 
velop. They then agree that at some specified point in performance under the 
contract—usually expressed either in terms of time or in percentage of per- 
formance—they will adjust the initially negotiated price based upon the ex- 
perience gained in performance up to that point. It may be agreed that such 
price adjustments may be made upward with a ceiling or downward, or down- 
ward only; furthermore, it may be agreed that the adjusted price may apply 
to past and future performance or to future performance only. On occasion, an- 
other type clause, providing for retroactive application of a price redetermined 
after completion of the contract, may be used, but only when approved at high 
levels in each of the military departments. Such a contract may be used only 
when the amount involved is relatively small or the time for performance is 
relatively short, and, but for those special circumstances, a cost-reimbursment 
type contract would ordinarily be used. 

The basis upon which the price redetermination is made depends, of course, 
upon the exact terms of the redetermination clause employed. In general, the 
contractor is required, after the redetermination point has been reached, to 
submit to the contracting officer a breakdown of costs actually incurred and an 
estimate of costs expected to be incurred in the performance of the remainder 
of the contract, using for this purpose a prescribed Department of Defense 
form. On the basis of this and other information, such as a Government audit, 
which the contracting officer may request, or which may otherwise be available 
to him, the contract price is redetermined by agreement of both parties. It is 
the intent of this type of contract that the redetermined prices be fair and rea- 
—" under all the circumstances both to the contractor and to the Govern- 
ment. 

In the negotiation of fair and reasonable redetermined prices, the contracting 
officer may take into account, as factors determining a reasonable profit allow- 
ance, any unwarranted delay on the part of the contractor in submitting his 
breakdown of costs incurred and his estimate of costs to be incurred at the time 
tequired by the contract, as well as the efficiency, economy, and ingenuity with 
which the contractor has performed the contract to the redetermination point. 
It is particularly important in this type of contract that the contractor’s skill and 
economy of performance be accorded full consideraion in determining the ulti- 
mate allowance for profit, in order thereby to provide an incentive to the con- 
tractor to reduce the cost of performance. 
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Price redeterminable contracts are suitable for use in varying degrees where: 

1. Adequate estimates of quantities of material and labor are not initially 
available; 

2. Specifications adequate for a firm fixed-price contract are not initially 
available; 

3. Sound initial estimates of total cost of performance cannot be made; 

4. Effective competition or other reasonable justification of price is not 
available; or 

5. The use of price redetermination would otherwise materially assist in 
effecting fair and seasonable pricing. 

We have placed definite limitations upon the use of redeterminable type 
contracts, and our contracting officers have been directed not to use them 
unless : 

1. It has been determined through negotiation that the particular price 
redetermination contract fulfills more completely than any other type of 
contract the requirements established by the conditions surrounding the 
procurement ; 

2. There is, at the outset, sufficient pricing information available to 
negotiate a prospective fixed or target price ; 

3. The initial price is substantially free of contingency allowances; 

4. A firm fixed price can be established at a point substantially in advance 
of contract completion (except as to the redetermination-after-completion 
type contract, which, as mentioned earlier, requires special approval) ; 

5. Reasonable assurance exists that contract price redetermination can 
be accomplished on a timely basis ; 

6. The contractor’s accounting system is adequate for auditing for price 
redetermination purposes ; and 

7. The cost of administration is not prohibitive. 

With respect to procurements in excess of $10,000 in fiscal year 1959, 4.7 
percent of our procurement dollars were obligated under fixed-price redeter- 
minable type contracts, and accounted for 3.6 percent of the total of such 
procurement actions. 

FIXED-PRICE INCENTIVE CONTRACT 


Another type of flexible-pricing contract is the fixed-price incentive contract. 
This type of contract provides for the initial negotiation of a target cost, a tar- 
get profit, a ceiling price, and a final profit formula which allows the contractor 
to participate (usually in the range of 10 to 20 percent) in any savings resulting 
from his bettering of the target cost. Its objective is to give the contractor a 
built-in incentive to reduce his cost of performance since his profit is increased 
thereby. 

The fixed-price incentive contract permits the contractor to make more dollars 
of profit if the actual cost of contract performance is less than the negotiated 
cost designated as the target. Conversely, it provides that the contractor will 
make fewer dollars of profit if actual costs are greater than the target. To this 
extent, such incentive contracts are similar in effect to the firm fixed-price con- 
tract. The difference, however, is that by the terms negotiated and written into 
the incentive contract, the Government and the contractor share in the difference 
between the target and actual costs, whereas, in the firm fixed-price contract 
the Government does not share in any savings the contractor may effect. 

In order to explain how this type of contract works, let us use an example 
(exhibit 9), where, to simplify the explanation, we will use figures which would 
be much less than normally is the case. This type contract requires, first, that 
a realistic estimate he made of the cost of performing the contract. In our ex- 
ample, this is $100,000. To this amount (usually called the firm target cost) 
a reasonable allowance for profit (known as the target profit) is added. Here 
it is $8,500. The sum of these amounts, $108.500, constitutes the “base” or 
“target” price, or, in other words, the price which the Government estimates 
would be fair and reasonable. 

A ceiling price which the final contract price cannot exceed is next deter- 
mined. In our example this is $120.000. In addition, a profit formula, shown 
here as 80 percent Government/20 percent contractor, is agreed to, and a profit 
ceiling of $13,000 is established. 

If the final cost of performing the contract is exactly equal to the estimated 
target cost of $100,000, the contractor receives the target profit of $8.500. If 
the final cost is less than the target cost, the contractor shares in the cost saving 








on t 
imu! 
ala 
pric 
cost 


perc 
trac 
the | 


as |! 
tive 
is s 
istic 
be a 
tion 
forn 
tion: 


$92,( 
pric 
obta 


ment 
ran 

he v 
at $ 
redu 
$13,( 


prod 
infla 
incer 
alwa 
facts 
tract 
purp 
were 
in th 
chan 
conti 
Teasc 


unles 
be le 
secul 
type 
such 
to th 


maki 
price 
Visio. 
tail. 
Fo: 
dolla: 
5.4 pe 


Ou 
cost-] 

Sin 
CESS ( 
perce 
were 
only | 





ce 


7 
.T- 
ch 


ct. 
ir- 
or 
ng 


ed 


“ill 
his 
on- 
ato 
ice 
act 


ple 
id 
rat 
eX- 
st) 
pre 


tes 
er- 
ofit 
ted 


If 
‘ing 





PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 161 


on the basis of the previously negotiated percentages of 80/20 up to a max- 
imum possible profit of $13,000; the contractor thereby benefits by receiving 
a larger profit, while the Government benefits by paying a lower total contract 
price. If the final cost of performing the contract is greater than the target 
cost of $100,000, the contractor’s profit is reduced by the previogsly negotiated 
percentages. If the final cost is equal to the ceiling price of $120,000 the con- 
tractor makes no profit; and if it exceeds the ceiling price, he must absorb 
the excess. 

Obviously, care must be exercised to keep the targets and ceiling price as low 
as possible if the Government is to enjoy the advantages inherent in the incen- 
tive contract. For this reason, the incentive contract is used only where there 
is sufficient previous cost experience to make it possible to determine a real- 
istic base or target price. In addition, the contractor’s accounting system must 
be adequate for price revision purposes and must permit satisfactory applica- 
tion of the price adjustment formula. Further, a sufficiently long period of per- 
formance is required in order to permit achievement of substantial cost reduc- 
tions. 

Also shown in exhibit 9 are two situations: In one instance the final cost is 
$92,000, giving the contractor a $10,100 profit and the Government a $102,100 
price; in the other example, the final cost is $104,000 resulting in the contractor 
obtaining a $7,700 profit and the Government a $111,700 price. 

We must remember that under our example, the ceiling cost to the Govern- 
ment was $120,000. Therefore, to emphasize what we said before, if costs 
ran beyond this point, not only would the contractor not realize any profit, but 
he would also incur a loss. Furthermore, as the profit ceiling was established 
at $13,000, the contractor would share in cost savings only until the cost was 
reduced to $77,500, the point at which, under our formula, his profit would be 
$13,000. All savings below this point would accrue to the Government. 

The question is often asked “‘Doesn’t the fact that increased profit depends on 
producing for less than the target cost tend to cause prospective contractors to 
inflate their estimates?’ The answer, of course, is “Yes,” but no more so under 
incentive type contracts than under any other. Our contracting officers must 
always analyze the estimated costs and proposed prices to learn all pertinent 
facts and negotiate upon the basis of what it should cost the prospective con- 
tractor to perform if it operated with reasonable economy and efficiency. Our 
purpose in this type of contract is to have the contractor spend money as if he 
were in a market dominated by vigorous price competition, to make all decisions 
in the light of a critical analysis of probable costs, and to keep false starts and 
changes to a minimum. The possibility of greater profit is an incentive to the 
contractor to produce for less than he believed possible and for less than was 
reasonably first estimated both by him and the Government. 

10 U.S.C. 2306(c) presently provides that no incentive contract may be made 
unless it is first determined that (a) the use of such type of contract is likely to 
be less costly than other types of contracts, or (b) that it is impractical to 
secure supplies or services of the kind or quality required without the use of such 
type of contract. Further, our contracting officers are required by law to make 
such determinations in writing. Moreover, a copy of the determination is sent 
to the General Accounting Office with a copy of the contract. 

In this connection, section 5(b) of S. 500 would eliminate the necessity of 
making this determination before any incentive contract, whether of the fixed- 
price or cost reimbursement type, may be made. The Department favors this pro- 
vision as relieving our contracting officers of an unnecessary administrative de- 
tail. 

For procurements in excess of $10,000 in fiscal year 1959, 15.3 percent of our 
dollars were obligated under fixed-price incentive contracts and accounted for 
5.4 percent of the total of such procurement actions. 


COST REIMBURSEMENT TYPE CONTRACTS 


Our use of cost-reimbursement type contracts, particularly the one we call the 
cost-plus-a-fixed-fee contract, has been increasing year by year. 

Since fiscal year 1952, when only 4.9 percent of our procurement actions in ex- 
cess of $10,000 were of the cost-reimbursement type contract, we have seen this 
percentage grow until in fiscal year 1959, 15.4 percent of such procurement actions 
were of this type of contract. In dollars, the same is true. In fiscal year 1952, 
only 12.7 percent of our defense procurement dollars were obligated by cost-reim- 
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bursement type contracts ; in fiscal year 1959, 40.9 percent of the dollars were so 
obligated. 

This trend is not one of choice, but of necessity. We are all aware of the 
rapid technological evolution which has taken, and is still taking, place in ad- 
vanced aircraft, missiles and electronics. This evolution—one might almost say 
“revolution”—originates in science and results from ever-increasing emphasis 
upon research and development—an emphasis which treats research and 
development both as an end objective for which a contract is made and as a 
co-objective under a production contract. Where we are demanding tomorrow 
what was unheard of yesterday and where the passage betwen the two is filled 
with many unknowns, the cost of performance can not be estimated with reason- 
able accuracy. The various fixed-price types of contracts cannot meet our needs 
in this situation. Thus, in this period of expanded research and development 
effort, the increased use of cost-reimbursement-type contracts is both obvious 
and inevitable. 

10 U.S.C. 2306(c), which was referred to earlier, also requires a determination 
of likely lesser costs or of impracticability of other types of contracts before 
any cost-reimbursement type contract may be made. As in connection with fixed- 
price incentive contracts, our contracting officers are also required to make these 
determinations in writing and to send a copy to the General Accounting Office 
together with a copy of the contract. Section 5(b) of S. 500 would eliminate the 
necessity for making such determinations before entering into cost-reimburse- 
ment type contracts for experimental, developmental or research work. Since, as 
pointed out previously, the use of cost-reimbursement type contracts for ex- 
perimental, developmental or research work is normally absolutely necessary, the 
Department of Defense favors enactment of section 5(b) of S. 500. If enacted, 
it would eliminate considerable paperwork which now accomplishes no real 
purpose. 

One more point before we proceed to discuss our particular types of cost- 
reimbursement contracts. It is essential that we direct attention to our standards 
and safeguards for determining the allowability and reasonableness of costs. To 
assist in administering our cost-reimbursement contracts, we have recently is- 
sued a revised and greatly expanded set of contract cost principles. These prin- 
ciples will be incorporated by reference in all cost-reimbursement contracts as 
the contractual basis for cost allowance and payment. All cost-reimbursement 
contracts are subjected to audit by our auditors and final payments are made on 
the basis of such audits. It is equally essential, of course, that, before any cost- 
reimbursement type contract is made, the Government examine and determine 
that the cost accounting system of the proposed contractor is adequate for 
auditing purposes. Our cost principles form the background for these audits 
and provide guidance for the determination of questions concerning the allow- 
ability and reasonableness of costs. 

The subject of the reasonableness of costs is most important. Generally, our 
cost principles provide that a cost is unreasonable, and hence, unallowable, if 
it exceeds that which would be incurred by an ordinary prudent firm in the 
conduct of a competitive business. We take particular care, however, in scrutiniz- 
ing the reasonableness of specific costs of contractors in industries, or who 
are performing contracts in areas, where effective competitive restraints are 
lacking. One of our tests here is what a prudent business man would do in 
the circumstances, considering his responsibilities to the owners of the business, 
his customers, the Government and the public at large. Thus, it may be seen 
that we attempt to follow industry or area patterns rather than to lead them. 
Inasmuch as all cost-reimbursement type contracts represented, in fiscal year 
1959, only about 2 percent of the gross national product, we do not feel that 
they have any substantial inflationary effect upon the economy. 

Let us now take a look at the specific types of cost-reimbursement contracts 
which we use. 

COST CONTRACT 


The cost contract is a cost-reimbursement type contract under which the con- 
tractor receives no fee. Under this type of contract, the Government agrees to 
reimburse the contractor for allowable costs of performance as governed by 
ASPR section XV and specific terms of the contract. It is used principally for 
research and development work with educational institutions and other non- 
profit institutions. For procurements over $10,000 during fiscal year 1959, 3 per- 
cent of our procurement dollars were obligated by such contracts, accounting for 
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3.6 percent of such procurement actions. These percentage statistics also include 
the relatively little used cost-sharing type contract which will now be discussed. 


COST-SHARING CONTRACT 


The cost-sharing contract is one under which the contractor receives no fee 
and is reimbursed only for an agreed portion of his allowable costs, as governed 
by ASPR, section XV. The cost-sharing type of contract recognizes that the 
contractor sometimes benefits substantially (apart from profit) by the per- 
formance of a Government contract. This is particularly true in the field of 
development work where the results of the work performed under a Government 
contract may have profitable commercial application. Where the prospect of 
commercial application can be foreseen at the time of entering into the contract, 
contracts are negotiated which provide that the Government will reimburse the 
contractor for only a specified percentage of its costs. The unreimbursed portion 
of the cost of performance represents the contractor’s contribution to what is in 
effect a joint enterprise. 


COST-PLUS-A-FIXED-FEE CONTRACT 


The cost-plus-a-fixed-fee contract is a cost reimbursement type of contract 
which provides for the payment of a fixed fee to the contractor. In addition, the 
contractor is reimbursed for the allowable cost of performing the contract as 
governed by ASPR section XV and the terms of the contract. 

Our present procurement law (10 U.S.C. 2306(d)) limits the fee for perform- 
ing a cost-plus-a-fixed-fee contract for experimental, developmental, or research 
work to not more than 15 percent of the estimated cost of the contract, not in- 
cluding the fee. For architectural or engineering services for a public work or 
utility, the fee is limited to not more than 6 percent of the estimated cost of that 
work or project, not including the fee. The fee for performing any other cost- 
plus-a-fixed-tee contract may not be more than 10 percent of the estimated cost 
of the contract, not including the fee. Experience has revealed that, for the 
most part, cost-plus-a-fixed-fee contracts can be negotiated with fixed fees below 
the maximum established by law. ASPR, therefore, requires secretarial ap- 
proval for any fixed fee of any cost-type contract for experimental, develop- 
mental, or research work in excess of 10 percent of the estimated costs, exclu- 
sive of fee, and for any other type of cost-plus-a-fixed-fee contract, other than 
for architectural or engineering services, in excess of 7 percent. 

Because the cost-plus-a-fixed-fee contract obligates the Government to reim- 
burse the contractor for the allowable cost of performing the contract without 
regard to the estimated cost, it has been our practice to specify a maximum 
amount beyond which the Government will not be obligated to reimburse the 
contractor. The maximum may be more or less than, or equal to, the estimated 
cost. The contractor agrees to use his best efforts to complete the contract 
within the maximum limitation, but has no obligation for further performance 
when, despite his best efforts, the contract is not fully performed at the time the 
maximum has been reached, unless the contracting officer increases the maximum. 

The cost-plus-a-fixed-fee contract avoids the vice of the cost-plus-a-percentage- 
of-cost contract in that the contractor does not benefit by an increase in the costs 
of performing the contract. Irrespective of whether his actual costs are greater 
or less than the estimated cost, the contractor receives the predetermined fixed 
fee. Of course, if the scope of the contract work is increased or decreased, ap- 
propriate increases or decreases both in the estimated cost and the fixed fee are 
negotiated. 

This type of contract, obviously, provides minimum incentive for cost reduc- 
tions. Such incentive as it contains is the result of: (1) the urge to maximize 
the relation of fee to ultimate actual cost; (2) the need to use labor and facili- 
ties effectively on CPFF business so that more resources can be devoted to other 
business, and (3) the desire to demonstrate efficient and economical operations 
asa means of encouraging additional business. 

Because of the lack of incentive, the cost-plus-a-fixed-fee contract is the con- 
tract type we least prefer. We use it—as stated earlier—not sparingly, but 
grudgingly. This least favored type of contract has been used, during the past 
fiscal year, in contracts obligating more dollars than obligated by any of the 
various fixed price types of contracts. This reflects and emphasizes the fact 
that, regardless of preference, contract usage is dictated by the procurement situ- 
ation. The fact that the trend in dollars obligated by CPFF contracts has been 
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constantly increasing clearly evidences the trend in defense contracting, where 
development of new weapons predominates and buys of production qualities of 
weapons for inventory become less common. 

It should be noted also that the objections to the cost plus-fixed-fee type of 
contract are not entirely on the Government’s side. In a number of respects, 
this type of contract, as well as the other types of cost-reimbursement contracts, 
are not attractive to the contractor. The fact that the Government is directly 
reimbursing costs necessitates governmental inspection and control to an extent 
which many contractors consider burdensome. Furthermore, the contractor has 
no assurance that all of the costs which he actually incurs or claims to be allo- 
cable to the performance of the contract will be reimbursed, since only those costs 
which are accepted in accordance with the applicable cost principles set forth in 
ASPR, section XV, are reimbursed. 

For our procurement actions over $10,000 during fiscal year 1959, 34.3 percent 
of our procurement dollars were obligated under cost-plus-a-fixed-fee contracts 
and amounted to 10.2 percent of the total of such actions. 


COST-PLUS-INCENTIVE-FEE CONTRACT 


We indicated earlier that the weakness of the cost-plus-fixed-fee contract is its 
comparative lack of incentive to the contractor to reduce his cost of performing 
the contract. To counter this weakness, the cost-plus-incentive-fee contract was 
developed. It assures the contractor a minimum fixed fee but permits the fee 
to be increased within specified limits if the contractor performs the contract for 
less than the estimated cost. 

Under this type of contract, the Government and the contractor agree at the 
time of negotiation of the contract upon the target cost of performance. The 
target fee is then determined, as in the case of the cost-plus-fixed-fee contract, in 
relation to the target cost. Also established are minimum and maximum fees 
and finally, a fee adjustment formula similar to what is done in a fixed-price in- 
centive contract. 

After performance of a contract, the fee payable to the contractor is deter- 
mined in accordance with the formula. The formula provides, within limits, for 
an increase in fee above target fee when the total allowable costs are less than 
target costs. Conversely, it provides for decreases in the fee below the target 
fee when the total allowable costs exceed the target costs. Thus, we build in an 
incentive to the contractor to increase the efficiency of performance. 

We use the incentive-fee contract where a cost-reimbursement-type contract is 
necessary and where there is a probability that its use will result in lower costs 
to the Government than other forms of cost-reimbursement type contracts 
through cost reduction incentive to the contractor. Target and maximum fees 
are subject to the same administrative percentage limitations previously men- 
tioned under our discussion of cost-plus-fixed-fee contracts. 

As an example of usage, this type of contract has been utilized in our.aircraft 
and missile programs. 

For new procurements over $10,000 during fiscal year 1959, 3.2 percent of our 
procurement dollars were obligated under cost-plus-incentive-fee contracts, ac- 
counting for 0.5 percent of the total of such actions. 


SPECIAL-INCENTIVE CONTRACTS 


In addition to the various types of contracts previously mentioned, we have 
developed other means of increasing contractor incentive. ASPR, under date 
of April 20, 1959, authorized the use of two new types of special-incentive 
contracts. 

The first of these is the performance-incentive-type contract. Its purpose is 
to incorporate an incentive to the contractor to surpass stated goals of per- 
formance by providing for increases in the fee or profit to the extent that such 
goals are surpassed and for decreases to the extent that such targets are not 
met. This type of contract incorporates not only the pricing formulas of the 
fixed-price incentive or cost-plus-incentive-fee types of contracts, but also has 
the objective of better performance in addition to a reduction in price. Per- 
formance refers not only to the performance of the article being procured, but 
to the performance of the contractor as well. It includes timeliness of delivery, 
capability, and serviceability of the product, ease and simplicity of operation, 
economy of maintenance, et cetera. Performance, which is the minimum which 
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the Government will accept, is mandatory under the terms of the contract and is 
not subject to the incentive feature, but must be accomplished within the estab- 
lished basic price limitation. Thus, the incentive feature is applied to desired 
performance rather than mandatory performance; to performance goals rather 
than performance requirements. For example, performance goals might relate 
to the speed of an aircraft or ship, thrust of an engine, maneuverability of a 
yehicle, fuel economy, et cetera. 

This type of contract is most suitable for use in procurements of complex 
military weapons where there are either substantial development goals or po- 
tentialities for improved performance which are of great importance to the 
Government. The performance-incentive type of contract poses complex prob- 
lems in contract administration and requires thorough detailed evaluation of all 
the factors involved by the contracting officer and his team of specialists. This 
type of incentive contract is used only upon approval of the procurement head- 
quarters of the individual military services. 

Since the authorization of this type contract is so new, we do not have any 
meaningful statistical information concerning its use. It has been used, how- 
ever, in aircraft procurement and, just recently, in one of our missile programs. 

The second special incentive-type contract with which we are finding success, 
especially in shipbuilding, is the concept of value-engineering incentives. This 
type of incentive is suitable primarily where the items being procured are cov- 
ered by firm specifications. 

Value engineering incentives are designed to encourage the contractor to main- 
tain a staff devoting time and effort to value engineering studies to reduce costs 
under the contract. In return for this effort, the contractor receives a stated 
percentage of the resultant savings. A value engineering study is an intensive 
appraisal of all the elements of the design, manufacture or construction, inspec- 
tion, installation, and maintenance of an item and its components, including the 
applicable specifications and operational requirements, in order to achieve neces- 
sary performance, maintainability, and reliability at minimum cost. The pur- 
pose of value engineering is to make certain that every element of cost (e.g., 
labor, material, and supplies) contribute proportionately to the function of the 
item. 

Where a change recommended by a contractor’s value engineering study is 
adopted, a change order is issued under the changes clause of the contract, 
together with a reduction in the contract price corresponding to the agreed 
percentage of the cost reduction. The contractor normally shares, by increased 
profit, in the amount of cost saving. On the other hand, the Government is not 
required by the terms of the contract to adopt any recommendations made by 
the contractor after a value engineering study. 

Since the ASPR authorization of this type of incentive arrangement is also 
recent, we do not have any meaningful statistics concerning its use. We do 
know, however, that for every dollar the Bureau of Ships has spent with 
contractors under such value engineering arrangements, it has saved $12. 


SPECIAL PURPOSE CONTRACTS 


Up to this point, we have discussed fixed-price contracts, cost-reimbursement 
contracts, and special-incentive contracts. The last category of contract types 
which we wish to mention is what may best be called special-purpose contracts. 
These contract types are not utilized to any great extent but they should be 
included in order to complete the picture. 


TIME AND MATERIALS CONTRACT 


The time and materials type of contract provides for the procurement of 
supplies or services on the basis of payment for direct labor hours at specified 
fixed hourly rates (which rates include direct and indirect labor, overhead, and 
profit) and material at cost. Material handling costs may be included in the 
charge for material at cost, provided they are clearly excluded from any factor 
of the charge computed against direct labor hours. Under this type of contract, 
a price ceiling is established which the contractor may not exceed, except at 
his own risk. 

The time and materials contract is used only in those situations where it is 
not possible at the time of placing the contract to estimate the extent or duration 
of the work or to anticipate costs with any substanial accuracy. Moreover, its 












166 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


use is restricted, as its disadvantage is obvious, since it provides for payment 
of a fixed price per applicable unit of time, it is evident that, unless the rate is 
insufficient to cover the contractor’s costs, the total amount of profit under the 
contract is increased proportionately as the number of hours are increased. For 
this reason, the time and materials contract is not among our preferred types of 
contracts and is used only after the contracting officer has determined that it 
most suitably serves the requirement. 

It is essential that this type of contract be used only where provision is made 
for adequate controls, including appropriate surveillance by Government person- 
nel during performance, to give reasonable assurance that inefficient or wasteful 
methods are not being used. 

At times this type of contract is necessary for repair, maintenance or overhaul 
work or work to be performed in emergency situations. However, with respect 
to procurements which exceeded $10,000 in fiscal year 1959, only 0.3 percent of 
procurement dollars were obligated under time and materials contracts. This 
accounted for 0.9 percent of the total of such procurement actions. 


LABOR-HOUR CONTRACT 


The labor-hour type of contract is similar te the time and materials type 
contract. It differs only because the contractor is not required to furnish any 
materials. 

The applicability of this type of contract is the same as for the time and mate- 
rials type of contract. Its disadvantage is also the same, and, for this reason, 
the labor-hour contract is used very infrequently. 

For procurements exceeding $10,000 in fiscal year 1959, only 0.1 percent of our 
procurement dollars were obligated by labor-hour contracts which accounted for 
0.2 percent of the total of such procurement actions. This concludes our discus- 
sion of the types of contracts used in defense procurement. It should be pointed 
out, however, that our responsibility in selecting the most appropriate type of 
contract does not end with the prime contractor. Under date of October 1, 1959, 
ASPR was revised to include a more comprehensive treatment concerning our 
subcontracting policies and procedures. This subject will be covered in the clos- 
ing presentation. 

Exu1sit 9.—How—Fizred-price incentive 
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Secretary LeBoutmuier. (b) Prime contract pricing: During the 
past year, the General Accounting Office reported to Congress on cer- 
tain defense contracts under which post-audits revealed that exces- 
sive prices were initially paid to some contractors. These cases, in our 
opinion, demonstrated two areas where our procedures and practices 
were weak and needed strengthening. One area was in regard to pric- 
ing data being furnished by offerors or contractors which were not 
current, complete or accurate. 

Accordingly, we have imposed on our prime contractors a new re- 
quirement which is applicable to all procurements over $100,000 and 
may also be applied in procurements of lesser amounts if the contract- 
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ing officer deems it warranted. reg a the requirement calls for 
the contractor to obtain and to utilize all available actual or estimated 
current costs or pricing data in preparing the price estimate and to 
make the same known to the contracting officer for his use in evaluat- 
ing the estimate. A certification to this effect is required of the prime 
contractor as evidence that the requirement has been complied with. 

The certificate is obtained immediately prior to agreement on nego- 
tiated prices, including targets or price revisions. We want to make 
it clear, however, that this certification is not a crutch or a substitute 
for thorough examination and analysis of the proposals by the nego- 
tiation team. On the other hand, we believe it is an essential tool and 
will materially improve the validity of cost and pricing data being 
submitted to us. 


3. SUBCONTRACTING POLICIES AND PROCEDURES 


The other area where the General Accounting Office reports indi- 
cated weakness was in regard to subcontracting. In short, it was 
demonstrated that we had been placing greater reliance upon prime 
contractors’ pricing of subcontracts than was justified in the light of 
the specific examples of inadequate and ineffective pricing cited. 

Accordingly, we have extensively revised, expanded and strength- 
ened our ASPR coverage of the subcontracting area by publishing on 
October 1, 1959, an entirely new section entitled “Subcontracting Poli- 
cies and Procedures.” 

Mr. Vinson. Now, one minute. 

Will you put that in the record? 

Secretary LeBouttiuier. Yes, sir. 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. Just put that in the record. 

(The section follows :) 


Part 9—SUBCONTRACTING POLICIES AND PROCEDURES 


3-900 Scope or Part. This part sets forth policies and procedures for the 
evaluation, review, and approval of contractors’ “make or buy” programs, pur- 
chasing systems, and proposed subcontracts. 

3-901 GENERAL. 

(a) Information as to the contractor’s “make or buy” program, purchasing 
system, and proposed subcontracts may be important to (i) negotiation of rea- 
sonable contract prices (see ASPR 3-807.5 and 3-808.2(h)), (ii) assurance of 
satisfactory contract performance, or (iii) carrying out Government policies 
regarding small business (ASPR 1-707.1), labor surplus areas (ASPR 1-805.1), 
use of Government facilities, maintenance of mobilization base, or other policies 
which may be appropriate to the particular procurement. Therefore, Govern- 
ment review of contractors’ “make or buy” programs and proposed subcontracts 
is required as set forth in this part. Where “make or buy” decisions and sub- 
contracting will have a substantial impact on price negotiation or contract per- 
formance or administration, the contractor’s “make or buy” program and sub- 
contracting should be evaluated and agreed on during negotiations, to the ex- 
tent practicable. 

(b) Review of the contractor’s purchasing system, principal proposed subcon- 
tracts and “make or buy” program should generally be made where (i) the item, 
system, or work is complex, the dollar value is substantial, or competition is 
restricted; and (ii) cost reimbursement, price redetermination, or incentive-type 
contracts are to be used. 

3-902 REVIEW or “MAKE OB Buy” PROGRAM. 

(a) A “make or buy” program is that part of a contractor’s written plan for 
the production of an end item which outlines the major components, assemblies, 
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subassemblies, and parts to be manufactured ( including testing, treating, and 
assembling) in his own facilities and those which will be obtained elsewhere 
by subcontract. 

(b) Where the nature of the procurement is such that, in view of the factors 
in ASPR 3-901(b) above, review of the “make or buy” program is appropriate 
or is otherwise considered essential, the prospective contractor shall be re- 
quired to submit his proposed “make or buy” program, together with sufficient 
data to permit the contracting officer to evaluate such factors in (c) below as 
are pertinent. 

(c) In reviewing the “make or buy” program during negotiation, considera- 
tion shall be given to the following factors in the light of how they affect the 
interests of the Government: 

(i) the effect of the contractor’s plan to make or buy, as the case may be 
on price, quality, delivery, and performance; ; 

(ii) whether the contractor plans to broaden his base of subcontractors 
through competitive means ; 

(iii) whether the contractor has given consideration to competence, abili- 
ties, experience, and capacities available within other firms ; 

(iv) whether small business concerns are given an equitable opportunity 
to compete for subcontracts ; 

(v) whether the contractor or major subcontractors propose to do work 
in plant, the nature of which differs significantly from their normal inplant 
operations or for which they are not historically suited; 

(vi) whether production of the item or performance of the work will 
create a requirement, either directly or indirectly, for additional facilities 
to be furnished by the Government, by the contractor, or by subcontractors; 

(vii) whether the contractor proposes to use additional Government- 
furnished facilities to do a type of work inplant for which there is capacity 
elsewhere (not requiring Government facilities) which is competitive in 
quality, delivery, and overall cost, and is acceptable as a source to the 
contractor ; and 

(viii) other factors, such as the nature of the item, experience with 
similar items, future requirements, engineering, tooling, starting load costs, 
market conditions, and the availability of personnel and material. 

After agreement on the program is reached, the contracting officer shall notify 
the contractor as to the Government’s approval of the program and shall inform 
the contractor as to any requirement for further review during performance of 
the contract. 

(d) In contracts resulting from negotiation in which a “make or buy” review 
has been made and agreement reached thereon pursuant to (c) above, there 
generally should be included a requirement for notification to the Government 
in advance of any proposed change to the “make or buy” program together with 
justification therefor. Where notification is required, the following clause shall 
be used: 

CHANGES TO MAKE OR BUY PROGRAM 


The contractor agrees to perform this contract in accordance with the “make 
or buy” program attached to this contract except as hereinafter provided. If 
the Contractor desires to change the “make or buy” program, he shall notify 
the Contracting Officer in writing of the proposed change reasonably in advance 
and shall submit justification in sufficient detail to permit evaluation of the 
proposed change. With respect to items deferred at the time of negotiation of 
this contract for later additions to the “make or buy” program, the Contractor 
shall notify the Contracting Officer of each proposed addition at the earliest 
possible time, together with justification in sufficient detail to permit evaluation. 
The Contractor shall not, without the written consent of the Contracting Officer, 
make changes or additions to the program; provided that in his discretion, the 
Contracting Officer may ratify in writing any changes or additions and such 
ratification shall constitute the consent of the Contracting Officer required by 
this clause. The “make or buy” program attached to this contract shall be 
deemed to be modified in accordance with the written consent or ratification 
by the Contracting Officer. 

(e) Approval of the contractor’s purchasing system (ASPR 3-903) shall not 
be construed as approval of the “make or buy” program where such is required. 

8-903 REvIEW OF SUBCONTRACTING AND CONTRACTORS’ PURCHASING SYSTEMS. 
Examination of the contractor’s purchasing system and plans for subcontract- 
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ing, review of proposed subcontract sources and prices in the light of the factors 
indicated in ASPR 3-901, and discussions with contractor to bring about any 
adjustments which may be needed to clear the way for formal subcontract 
approval, should generally be accomplished as part of the negotiation of the 
prime contract. Any resulting purchasing system approvals may be granted 
before the contract is executed. 

3-903.1 Contract Clauses. 

(a) The prescribed clauses, covering Government consent to subcontracts, for 
cost-reimbursement type contracts are set out in ASPR 7-203.8 and 7-402.8. 
Except where definite and final evaluation of the contractor’s subcontracting is 
accomplished during negotiations, the following clause (unless modified in 
accordance with (b), (¢c), or (d) below) shall be included in all fixed-price 
incentive and fixed-price redeterminable contracts where— 

(i) it is anticipated that one or more subcontracts may each exceed 
$100,000 or such other figure as is to be included in (b) (ii) and (iii) of the 
following clause in accordance with (c) below; 

(ii) the work of the prime contractor, or of the plant or division of 
the prime contractor which will perform the contract, is predominantly 
for the Government; or 

(iii) the estimated contract price is $1,000,000 or more. 


SUBCONTRACTS 


(a) As used in this clause, the term “subcontract” includes purchase orders. 

(b) Except as provided in paragraph (d) below, the Contractor shall notify 
the Contracting Officer reasonably in advance of entering into any subcontract 
which— 

(i) is on a cost-plus-a-fee, time and material, or labor-hour basis and 
which would involve an estimated amount in excess of $10,000, including 
any fee; or 

(ii) is proposed to exceed $100,000 ; or 

(iii) is one of a number of subcontracts under this contract with a single 
subcontractor for the same or related supplies or services which, in the aggre- 
gate, are expected to exceed $100,000. 

(c) The advance notification required by paragraph (b) above shall include: 

(i) a description of the supplies or services to be called for by the sub- 
contract ; 

(ii) identification of the proposed subcontractor and an explanation of 
why and how the proposed subcontractor was selected, including the degree 
of competition obtained ; 

(iii) the proposed subcontract price, together with the Contractor’s 
cost or price analysis thereof, including current, complete, and correct cost 
or pricing data, accompanied by a certificate from the subcontractor, in 
such form as the Contracting Officer may prescribe, to the effect that all 
cost or pricing data has been considered by the subcontractor in preparing 
its proposal and that such data is current, and has been provided the Con- 
tractor ; and ‘ 

(iv) identification of the type of contract proposed to be used. 

(d) Advance notifications of subcontracts, as required by paragraph (b) above, 
are not required for any subcontract (i) not on a cost-plus-a-fee, time and 
material, or labor-hour basis, if the Contracting Officer has in writing approved 
the Contractor’s purchasing system and the subcontract is within the limitations 
of such approval, or (ii) consented to in writing by the Contracting Officer as a 
proposed subcontract prior to the execution of this contract. 

(e) The Contractor shall not, without the prior written consent of the Con- 
tracting Officer, enter into any subcontract for which advance notification to 
the Contracting Officer is required by this clause; provided that, in his discre- 
tion, the Contracting Officer may ratify in writing any subcontract and such 
ratification shall constitute the consent of the Contracting Officer required by 
this paragraph. 

(f) No consent by the Contracting Officer to any subcontract or any pro- 
visions thereof or approval of the Contractor’s purchasing system shall be con- 
strued to be a determination of the acceptability of any subcontract price or of 
any amount paid under any subcontract or to relieve the Contractor of any 
responsibility for performing this contract, unless such approval or consent 
specifically provides otherwise. 
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(g) The Contractor agrees that no subcontract placed under this contract 
shall provide for payment on a cost-plus-a-percentage-of-cost basis. 

(b) The clause set forth in (a) above may be appropriately modified so as 
not to require advance notification of, or consent to, any subcontracts which 
have been definitely and finally evaluated during negotiations. In this respect, 
the clause may limit advance notifications thereunder to one or more particular 
subcontracts or classes of subcontracts, or may, in individual cases, be tailored 
to unusual or particular circumstances. 

(c) In paragraph (b) (ii) and (iii) of the clause set forth in (a) above, a 
lower dollar amount may be inserted in lieu of $100,000 where it is determined 
that closer surveillance of subcontracting is desirable because of the character of 
the industry involved, the critical nature of work which will probably be sub- 
contracted, the absence of competition in placing the prime contract, uncer- 
tainties as to the adequacy of the contractor’s purchasing system, or the novelty 
of the supplies or services being procured. A higher dollar amount than $100,000 
may be inserted in paragraph (b) (ii) and (iii) of the clause when the in- 
sertion of the higher amount is approved at a level higher than that of the 
contracting officer, as prescribed by the Department concerned. 

(d) The certificate prescribed by paragraph (c) (iii) of the clause above 
shall be in the form set forth in ASPR 3-807.7 appropriately modified to re- 
flect that it is a certificate to the prime contractor, rather than to the Govern- 
ment. 

3-903.2 Consent to Subcontracts 

(a) The contracting officer’s consent to subcontracts required by the clause 
set forth in ASPR 3!903.1 (for fixed-price redeterminable or fixed-price incentive 
contracts) or the clause set forth in ASPR 7-203.8 or 7-402.8 (for cost-re- 
imbursement type contracts) shall be accorded by individual consent on sub- 
contract-by-subeontract basis. However, where the contracting officer has ap- 
proved the contractor’s purchasing system, in whole or in part, such consent 
is not required for subcontracts within the scope of such approval, except as to 
cost-reimbursement type, time and materials, or labor hour subcontracts, and 
in the case of cost reimbursement type prime contracts, subcontracts, which pro- 
vide for the fabrication, purchase, rental, installation, or other acquisition of 
any item of intdustrial facilities. 

(b) The purposes of subcontract consent requirements are usually best served 
if review and analysis of the contractor’s purchasing system and of his proposed 
subcontracts are carried out in conjunction with negotiation of the prime con- 
tract (and concurrently with any review of the contractor’s “make or buy” 
program as required by ASPR 3-902). Although consent to subcontracts can- 
not always be formally accomplished prior to execution of the prime contract 
(since definitive subcontracts are not generally entered into until after execution 
of the prime), the review, analysis, and discussion dealing up to such formal 
consents should, where feasible, be conducted during the negotiation process. 

3-903.3 Approval of Purchasing System. 

(a) Approval of a contractor’s purchasing system should be granted only after 
a survey which includes review of such factors as: 

(i) the degree of competition obtained by the contractor’s purchasing 
methods; 

(ii) the contractor’s pricing policies and techniques, when necessary. 
including its methods of obtaining current, complete and accurate cost and 
pricing data; 

(iii) the contractor’s method of evaluating subcontractors’ responsibility 
(ASPR 1-906) ; 

(iv) the extent to which the purchasing system is consistent withany con- 
tract requirements covering small business and labor surplus area concerns: 
and 

(v) the treatment accorded affiliates of the contractor or other concerns 
having close working arrangements with the contractor. 

(b) Approval of a contractor’s purchasing system may be unqualified or may 
be limited. For example, the purchasing system may be approved except for 
subcontracts in excess of a stated amount or except for subcontracts for stated 
work which is of such critical nature that extraordinary Government surveillance 
is called for. Where the approval is limited by reason of deficiences in the pur- 
chasing system, the contractor shall be notified of such deficiencies and requested 
to correct them. In no case shall approval of the contractor’s purchasing sys- 
tem waive the requirement for individual consent to cost-reimbursement, time 
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and materials, or labor-hour subcontracts. In the case of cost-reimbursement 
type. prime contracts, in addition to the foregoing, approvel of the contractor’s 
purchasing system shall not waive the requirements for individual consent to 
subcontracts which provide for the fabrication, purchase, rental, installation, 
or other acquisition of any item of industrial facilities. 

(ec) Upon approval of the contractor’s purchasing system (whether unqualified 
or limited), the contracting officer shall give the contractor written notice there- 
of. The notice shall set forth any limitations on the approval and shall state 
that the approval does not (i) relieve the prime contractor of any of its obliga- 
tions under any contract, (ii) restrict the Government from subsequently with- 
drawing the approval in whole or in part, or (iii) cover any unapproved material 
changes which the contractor may make in its purchasing system. 

(d) After approval of the contractor’s purchasing system, periodic examina- 
tion of the contractor’s operations under such system shall be made to determine 
whether any substantial changes in procedure, initiated by the contractor or as a 
result of recommendations by the Government, have occurred, as well as to evalu- 
ate the contractor’s performance under the purchasing system. 

8-903.4 Review of Individual Subcontracts. 

(a) In reviewing or consenting to individual subcontracts, the contracting offi- 
cer should give appropriate consideration to the following : 

(i) whether the decision to enter into the proposed subcontract is con- 
sistent with the contractor’s approved “make or buy” program, if any (see 
ASPR 3-902) ; 

(ii) whether the proposed subcontract will require the use of Government 
furnished facilities ; 

(iii) the responsibility of the proposed subcontractor (ASPR 1-906) ; 

(iv) basis for selecting proposed subcontractor, including the degree of 
competition obtained ; 

(v)-cost or price analysis or price comparisons accomplished, with par- 
ticular attention to whether cost or pricing data are current, complete, and 
correct (see ASPR 3-903.1(d) ) ; 

(vi) extent of subcontract supervision ; 

(vii) types of contracts used (ASPR Section III, Part 4) ; and 

(viii) estimated total extent of subcontracting, including procurement of 
parts and materials. 

(b) In reviewing subcontracts, careful and thorough evaluation is particularly 
necessary when: 

(i) The prime contractor’s purchasing system or performance thereunder 
are considered inadequate ; 

(ii) subcontracts are for items for which there is no cost information or 
for which the proposed prices appear unreasonable ; 

(iii) close working arrangements or business or ownership affiiliations 
exist between the prime and the subcontractor which may preclude the free 
use of competition or result in higher subcontract prices than would other- 
wise be obtained ; 

(iv) a subcontract is being proposed at a price less favorable than that 
which has been given by the subcontractor to the Government, all other 
factors such as manufacturing period and quality being comparable; or 

(v) a subcontract is to be placed on a cost-reimbursement, time and mate- 
rials, or labor-hour, fixed price incentive or fixed price redeterminable basis. 

Where subcontracts have been placed on a cost-reimbursement, time and ma- 
terials, or labor-hour basis, contracting officers should be skeptical of approving 
the repetitive or unduly protracted use of such types of subcontracts and should 
follow the principles of ASPR 3-803 (b). 

3-904 AppITIONAL ContTRAcT CLAUSES. Additional contract clauses with re- 
spect to subcontracting with Small Business and Labor Surplus Area concerns 
are set forth in ASPR Section VII. 


Mr. Vinson. Go ahead. 

Secretary LeBoutiuier. This supplements ASPR 3-807.5 and in- 
cludes detailed policies and procedures for the evaluation, review and 
approval of contractors’ “make or buy” programs, purchasing systems, 
and proposed subcontracts. Since this is most pertinent to the com- 
mittee’s present study, and, as you requested, I have already intro- 
duced it for the record. 


55096—60 12 








172 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


I should like to make a brief comment on each of these matters. 

(a) “Make or buy” program: When necessary to good pricing, as 
in contracts of large dollar value or for complex work, the prospective 
contractor is required to submit his proposed “make or buy” (ie., 
manufacture or subcontract) plan plus sufficient information to per- 
mit the contracting officer to evaluate it in the light of how it affects 
the interests of the Government. 

This is done to assure— 

(i) reasonable pricing results; 

(i1) requisite quality and technical performance; 

(iil) suitable limitations upon the furnishing of Government 
industrial facilities; and 

(iv) achievement of proper small business and labor surplus 
area programs. 

After agreement is reached with the prospective contractor on the 
program, he is notified of its approval and of any requirement im- 
posed by the contracting officer for further review during contract 
performance. Further, a clause is generally included in the contract 
requiring approval by the contracting officer of any change in the 
“make or buy” program together with the reasons and facts which 
the contractor feels justify it. The requirement for further review 
is included only in contracts which provide for later revisions in price. 

(6) Purchasing systems: The reasonableness of a prospective con- 
tractor’s material costs depends on the effectiveness of his purchasing 
system—how good a job his purchasing department can do. The im- 
portance of this is indicated by the fact that so much work on our 
larger contracts is subcontracted. For example, our large prime con- 
tractors, accounting for about 70 percent of our procurement dollars, 
reported that for fiscal year 1959 they subcontracted 49.1 percent of 
their total military receipts. Our purpose in analyzing a purchasing 
system, therefore, is to determine, depending on the degree of its effi- 
ciency, the extent of surveillance which the contracting officer should 
maintain over individual subcontracts. 

If we find a sound, efficient purchasing system, we approve it and 
watch it on a sampling basis during contract performance to insure 
that efficiency is continuously maintained. Where we find improve- 
ments necessary, we require that changes be made. 

What we look for in appraising purchasing systems is such matters 
as whether competition 1s obtained; whether analysis is made of sub- 
contractors’ price proposals; whether current, complete and accurate 
cost and pricing data 1s obtained; and whether consideration is given 
to our small business and surplus labor area subcontracting programs. 

Approval by the contracting officer permits the contractor to make 
subcontracts within stated amounts, without further reference to the 
contracting officer. Obviously, where we can rely on the efficiency of 
the contractor’s purchasing system, we have more assurance of sound 
pricing of the prime contract. 

(c) Review of proposed subcontracts: Review of proposed subcon- 
tracts is essential during performance of cost-reimbursement con- 
tracts. Review may also be necessary in fixed price incentive and 
redeterminable contracts in situations in which definite and final evalu- 
ation of the contractor’s subcontracting cannot be accomplished during 
contract negotiations. Further, in the case of noncompetitively priced 
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subcontracts exceeding $100,000, the first-tier subcontractors are re- 
quired to obtain and utilize and to certify to the prime that they have 
disclosed all available and current cost and pricing data relevant to 
the pricing of the subcontract. The form of certificate is similar to 
that required of prime contractors. 

Although the contracting officer’s consent to proposed subcontracts 
was required on a subcontract-by-subcontract basis, the mere number 
of subcontracts—in missile programs, it runs into thousands—has 
made it necessary to shift the burden, to some extent, to primes whose 
purchasing systems have been reviewed and found acceptable. Such 
contractors are permitted to place subcontracts within certain limits 
without further consent from the contracting officer, except, for ex- 
ample, for cost-reimbursement, time and material, and labor-hour sub- 
contracts. 

In passing on the reasonableness of costs and prices of proposed 
subcontracts, a number of factors are evaluated: the extent of compe- 
tition obtained; if not competitive, whether cost breakdowns were 
secured and analyzed; and the type of contract proposed to be used. 
Tn short, the same standards and criteria for approval of a contractor’s 
purchasing system apply equally to approval of individual subcon- 
tracts. 

The above represents the more important steps taken within the 
Department of Defense to improve the policy and procedural basis 
for pricing defense contracts. The purpose of these policies and 
procedures is to facilitate and improve the procurement operations 
of the Military Departments. The definitive measures which each 
of the Military Departments have taken to attain this end will be 
pointed out in their individual presentations. 

Mr. Chairman, this concludes my remarks. 

I have with me Mr. Bannerman, Director of Procurement Policy, 
Mr. Phelan, the Assistant Director, and Mr. Nash, of the Office of 
Legal Counsel. 

Mr. Vinson. All right. 

Now, I think the way we would like to conduct the hearing is first 
take your statement and go through your statement, and then have 
the other witnesses testify. Because you are the Assistant Secretary 
in charge of the whole matter, in formulating the policies, isn’t that 
correct ¢ 

Secretary LeBouritiier. I am the Deputy Assistant Secretary, act- 
ing for Assistant Secretary McGuire, who is absent, yes, sir. 

Mr. Vinson. To that extent, inform the committee how your office 
in the Department of Defense operates to formulate the policies for 
the three military departments. 

Give a breakdown as to who is in the office that formulates these 
policies. Of course, it starts off with Mr. McGuire. He is the head 
one. What is his title? 

Secretary LeBoutitirer. He is Assistant Secretary of Defense, 
Supply and Logistics. 

Mr. Vinson. Then you are his assistant ? 

Secretary LeBouritirer. I am his deputy. 

Mr. Vinson. All right. Then you have representatives from the 
three military departments there in your organization ? 
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Secretary LeBoutiti1er. We have the Office of Procurement Policy, 
on this particular subject, which is made up of civilians and repre- 
sentatives from the military services. 

Mr. Vinson. Now, how large a group of people is that ? 

Secretary LeBoutitirer. Do you know? 

Mr. BaANNERMAN. We have a total of about 

Mr. Vinson. Give your name to the reporter. 

Mr. BannerMAN. My name is Mr. Bannerman. 

Mr. Vinson. Mr. Bannerman. 

Mr. BanNERMAN. We have a total of about 25 people, including 
clerical personnel, in the Office of Procurement Policy. 

I might say, Mr. Chairman, that the work that we do is done in close 
coordination with people actually working in the military depart- 
ments, so that the formulation of policy is a joint effort. 

Mr. Vinson. All right. Then the committee can understand that 
this setup in the Department of Defense—the main function is to 
formulate the policy, which is transmitted down to the military 
departments? 

Mr. Bannerman. That is correct, Mr. Chairman. And in the field 
of procurement, which your committee is studying, this is done through 
the Armed Services Procurement Regulation. 

Mr. Vinson. And growing out of these policies that you reach in 
this group, then, you issue the procurement regulations ? 

Mr. Bannerman. That is correct, sir. 

Mr. Vinson. And that is binding on each one of the Departments? 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. And all contracts are made in accordance with the 
procurement policies which are born and created by your agency, after 
consultation with your representatives from the three military 
establishments ? 

Mr. BANNERMAN. That is correct, Mr, Chairman. 

And I might supplement that just a little by saying that the Armed 
Services Procurement Regulation is a rather detailed document. It 
goes, in fact, somewhat beyond mere policy statements. It includes 
procedural details and also includes standard contract clauses, for 
instance. 

Mr. Vinson. Now, what supervision do you have or do you exer- 
cise in the Department level with reference to making any contracts, 
after you have issued the policy and the procurement regulations? 
Do you go further down in the Department to ascertain if they are 
complying with your procedures and regulations? 

Mr. Bannerman. Do you want to answer that? 

Secretary LeBoutmirer. Well, they are regulations, of course, and 
therefore they should be followed. 

Now, Mr. Bannerman, you might follow on with that. 

Mr. BannEeRMAN. The basic responsibility, Mr. Chairman, for in- 
suring compliance with our procurement regulations rests in the three 
military departments themselves. 

Mr. Dose. All right. 
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Then after you—I want to find out for the record if you have any 
cognizance or any knowledge or any supervision on the method in 
which they are interpreting your procurement regulations. 
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Mr. BANNERMAN. We do not have any day-by-day supervision over 
those matters. We do, of course, get into questions of this kind when 
protests are raised; when someone from industry or an industry asso- 
ciation feels that changes need to be made, and when we do, we work 
it out to assure compliance. 

Mr. Vinson. All right. 

Then the committee can understand from your answers that the 
main work you do is to formulate the policies and issue the regulations 
of procurement, and leave it to the efficiency of each department to 
carry out your regulations and policies? 

Mr. Bannerman. I think as a general rule that is exactly correct, 
Mr. Chairman. 

Mr. Vinson. All right. 

Now, Mr. Secretary, before I ask any questions with reference to 
this fine statement—and it is a good statement. I had the privilege 
of reading it last night. And I want to say to you gentlemen that I 
have had the privilege of reading your testimony in February before 
Senator Thurmond’s committee. I am somewhat conversant with this 
subject matter. 

I want to go back a little bit further. 

Now, the whole authority to make contracts in the Departments— 
and I use the words “Department of Defense”—is based on the 
Procurement Statute of 1947, is it not? 

Mr. Nasu. Mr. Chairman, my name is Mr. Nash. I am from the 
Office of General Counsel. 

I don’t believe that statement is quite correct, sir. I believe the 
Procurement Act, the Armed Services Procurement Act, tells you how 
to procure. 

{r. Vinson. I couldn’t understand that. 

Mr. Nasu. The Armed Services Procurement Act of 1947, which is 
now codified in title 10 of the United States Code, is a procedural law 
which tells the Departments how to procure. It has never been con- 
sidered as the basic authority to procure. 

Mr. Vinson. Well, where is your basic authority to procure? Where 
is the statute giving you any authority to make a contract, unless it 
is set out in this act of 1947? 

Mr. Nasu. Mr. Chairman, in some instances the Congress has given 
specific authority to contract; for example, in the Reorganization Act 
of 1958, the authority that Congress gave to the Secretary of Defense 
to contract in the area of research and development. 

(The Office of the Administrative Assistant to the Secretary of 
Defense has been appointed within the DOD to engage in contract- 
ing under this authority.) 

Mr. Vinson. That is, only in the act of 1958 it was limited to the 
Department of Defense, and in one type of contracting. 

Mr. Nasu. That is right, sir. 

But the point I was making is that in many cases you do not have 
written out specifically in the law the authority to contract. 

Congress creates an agency and gives it a job todo. It gives it the 
money to accomplish the job. 

Now, such things as contracting, to get supplies or equipment neces- 
sary to carry out that job, are incidental or inherent in the authority 
of the agency to carry out its mission. 

Mr. Vinson. Well, then, if that be true, and if that is the premise 
that you are going on, what was the justification of Congress passing 
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the act of 1947, then? Because if you have the inherent right to 
spend the money that Congress gives you, what was the need of Con- 
gress setting up some formula or guideline with reference to how you 
spend the money # 

Mr. Nasu. Sir, I believe the intent of Congress in passing the 1947 
act was to tell us how to procure; that, for example, we must procure 
by formal advertising, except that where we meet one of the 17 cir- 
cumstances set forth in the act, we may negotiate. 

Mr. Vinson. You consider that law binding, in the method of 
contracting ? 

Mr. Nasu. Yes, sir, very definitely. 

Mr. Vinson. Or you consider that your inherent power to make 
contracts supersedes that? 

Mr. Nasu. No, sir. Congress has spoken in that area and has told 
us how to procure, and we must follow that law. 

Mr. Vinson. Well, then, to get back to my original question ? 

You are somewhat controlled by the act of 1947 in types of con- 
tracts that you make? 

Mr. Nasu. Weare very much controlled by it, yes, sir. 

Mr. Vinson. All right. 

Then that leads up ‘to this question : 

Now, from the statement and the testimony that has been developed, 
the bulk of your contracts are being made in accordance with section 
1 [sic] of section 2304(a), where it says: 

* * * Tt is determined that such action is necessary in the public interest dur- 
ing a national emergency declared by the Congress or by the President. 

Now, what effect would it have upon your contractual procedures 
and your rules and regulations if Congress passed a law, or we made 
the recommendations to say: “a national emergency declared by the 
Congress”, and not by the President ? 

Mr. Bannerman. Mr. Chairman, at the present time, a very small, 
almost a negligible proportion of our contracts are being made under 
the national emergency authority. 

The time when that was true—when it was true that we were making 
a large number of them under that authority passed, I think, in 
January of 1956. At the present time we are using that authority 
only with respect to certain types of small business set-asides, labor 
surplus and disaster area procurements, and procurements in amounts 

up to $100,000 for research and development, where we could have 
used one of the other exceptions, but we use this to avoid certain ad- 
ministrative procedures that I think we have all felt were too cumber- 
some in that field. 

Mr. Vinson. Then, in view of your statement, negating the use of 
this authority to such a small degree, there w ould be no objection on 
the part of the committee to make recommendations that that section 
be limited to a national emergency declared by the Congress ? 

Mr. BannerMan. Mr, C hairman, we have always felt that the na- 
tional emergency exception had as its basic justification the need for 
a standby ‘author ity to allow very rapid action in the event the 
time came for the exercise of such authority. 

Mr. Vinson. Well, you see, we must make some recommendation. 
I am trying to get through my mind and trying to get across to this 
committee what t type of recommendation we should make. 
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Now, from what you have said, I am forming the opinion that 
there would not be much objection to recommending that this section 
of the Procurement Act be amended by deleting “or the President,” so 
far as the surplus labor area and the distressed area are concerned. 

In other words, somewhat like the bill that we passed in 1956 through 
the House, by vote of 374 to 2. 

Mr. BANNERMAN. I remember the bill, Mr. Chairman. 

I think we would feel, as I believe we testified at that time, that it 
would not be desirable to do away with the ability to negotiate con- 
tracts in the event of a national emergency declared by the President. 

This we would consider would be appropriate standby authority 
for use in the event of a suddenly arising national emergency. That 
would be its value to us, rather than any current use of it. 

Mr. Vinson. Well, now, we get the benefit—now, are there any 
other 

Mr. Becker. Mr. Chairman, could I get the benefit of the gentle- 
men’s statement ? 

In that he is saying that he would be opposed to the Congress 
making the present law giving the President the right of declaring 
a national emergency? I just want to get it clarified. 

Mr. BannerMan. Yes; Mr. Becker, that was the suggestion. 

I might add, also, Mr. Chairman, if I may, that the specific uses 
which are, as I said, very narrow, that are currently being made of 
this authority, with respect to surplus labor and the small business 
set-asides, should obviously be accommodated some other way, if 
any change in the law were made. We don’t recommend such a 
change. 

Mr. Vinson. All right. I think the record shows he is opposed 
to it. 

Mr. Brecker. That is right. 

Mr. Vinson. That is the way I interpret his statement. 

Now, are there any suggestions with reference to any modification 
or changes or strengthening any of these 17 exceptions that you have 
to offer to the committee ? 

Mr. Bannerman. Mr. Chairman, the General Accounting Office, 
within the last 2 to 3 weeks, recommended to one of the other com- 
mittees of the Congress that consideration be given to a modification 
which, if I interpret it correctly, would be either in the law or in our 
regulations. I gather they wouldn’t care much which of those places 
it occurred. 

This is a suggestion that, even though one of our negotiation 
authorities exists, we nevertheless should normally advertise if it is 
practicable to do so. 

We don’t disagree with this recommendation. We have it currently 
under consideration in the Armed Services Procurement Regulation 
Committee. And I consider it likely that it will be adopted. 

Mr. Vinson. You would like to adopt it ? 

Mr. BANNERMAN. What is that? 

Mr. Vinson. You say you would like to adopt it? 

bear BanNnerMAN. I think it likely that it will be adopted, 
which 

Mr. Vinson. Well, you have been following the recommendations 
of the Comptroller General, from your statement, in two very im- 
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portant respects, and it seems like the Comptroller’s criticisms are 
on sound ground. 

So I am glad you are beginning to formulate your views in a line 
with the Comptroller, after his audit and disclosure of the facts. 

Mr. Bannerman. Well, on this particular point, I would consider 
that if we do adopt this—and we should know the answer within a 
matter of just a few weeks—in our regulations, there would be no 
need for modification of the law. And hence, I think it is safe to 
say that we have no recommendations for you for modification in the 
law. Wethink the law is working well. 

Mr. Vinson. Mr. Kilday. 

Mr. Kitpay. Mr. Chairman, before we get too far from subsection 
(a) of section 2304, I would like to inquire into this matter for my 
information. 

Of course, there is now a national emergency declared by President 
Truman in 1950 incident to the Korean situation. 

(Mr. Bannerman nods. ) 

Mr. Kitpay. Now, one of the effects of the existence of that state 
of emergency is to relieve you from the necessity of general advertis- 
ing as a prerequisite to contracting. 

Mr. Bannerman. Our use of the national emergency, Mr. Kilday, 
for that purpose, was terminated by our own internal action in Janu- 
ary of 1956. So we are not using it. 

Mr. Kixpay. I am asking in order to develop some other points. 

(Mr. Bannerman nods.) 

Mr. Kurpay. That that was one of the effects of the declaration and 
of the existence of the national emergency. 

Mr. BanNERMAN. That is correct, sir. 

Mr. Kiztpay. Can you detail for us the other effects upon procure- 
ment which flow from the existence of the state of national emergency? 

Mr. Bannerman. I think perhaps my first thought on that, Mr. 
Kilday, is related to the question you have already asked, 

What is does, of course, is allow us to negotiate in cases where we 
would have been negotiating in any event, but without the necessity 
for secretarial determinations with respect to each individual con- 
tract. So in that respect it greatly speeds up our administrative 
procedures. 

Perhaps Mr. Nash can think of others, where, as a matter of law, 
this has an effect on procurement. I don’t think of any. 

Mr. Nasu. I was—— 

Mr. Kitpay. The one that you mentioned is to relieve the Secretary 
of the necessity of making the determination, and the procurement can 
be done by the procurement officers of the military departments, 
without reference to the Secretary ? 

Mr. BanNERMAN. That is correct, sir. 

There are, as you know, about five exceptions—exceptions 11, 12, 
13, 14, 15, and 16, all of which require in their normal usage a sec- 
retarial determination. 

In the event exception 1, the national emergency exception, is 
applicable, then there is no longer this requirement. 

Mr. Kitpay. Well, that is essentially what I am getting at, is that 
so long as you have a national emergency in existence, it does affect 
your procurement under the other exceptions. 

Mr. Rivers. That is right. 
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Mr. BannerMAN. It would if we were using it. 

Mr. Nasu. It could affect your procurement, Mr. Kilday, if you 
are using it. But we are not using it, except in these limited areas, 
at the present time. 

Mr. Kinpay. I understand. You are using it in limited areas— 
small business, labor distress areas,andsoon? — 

Mr. Nasu. That is right. 

Mr. Kitpay. But are the procedures for review and audit and all 
those things, of the General Accounting Office, the same as you would 
use—for instance, the 12th exception, and just picking that as one? 

You are now contracting under the 12th exception without ref- 
erence to the national emergency ? 

Mr. BannerMAN. That 1s correct, Mr. Kilday. 

I think all the other procedures, including review by the General 
Accounting Office, are unaffected by a declaration of national emer- 
gency. 

I would also assume that in the event of an all-out national emer- 
gency, that the review by the General Accounting Office of our 
negotiated procurement would be unchanged, insofar as legal auth- 
ority is concerned, over what it is right now. 

Mr. Kitpay. Then, your statement is that when you resort to any 
of these numbered exceptions, even though a national emergency is in 
effect, all procedures, reviews and powers remain the same? 

Mr. Bannerman. That is correct. 

Mr. Lanxkrorp. Will the gentleman yield there ? 

Mr. Kixpay. I yield the floor there, Mr. Chairman. 

Mr. Vinson. Mr. Lankford. 

Mr. Lanxrorp. Mr. Chairman—oh, excuse me. 

Mr. Rivers. Go ahead. 

Mr. Vinson. Wait a minute. 

Mr. Rivers. 

Mr. Rivers. Go ahead. I yield to you, then. 

Mr. Lanxrorp. This was along the line of the questions from the 
gentleman from Texas. 

I think perhaps it might help this committee if we knew the per- 
centages attributable to each one of the 17 exceptions. 

I was interested in the fact that you said that only a very small per- 
centage of nonadvertised contracts was attributable to that No. 1 
excepion, of the national emergency. And if you could furnish for 
the record the percentages that are attributable to each one of the 17 
exceptions, if that is possible, I think 

Mr. Bannerman. It is perfectly possible, Mr. Lankford. 

John, is that in your statement ? 

Mr. Courrnrey. Mr. Chairman, that information is contained on 
page 8 of the tabulation, among other places, for the years 1957 through 
1959. 

Table 4 shows section 2304(a), with the subsections, and five in- 
stances in detail in which this section is used as the authority for the 
procurement. 

If you will notice, the columns are numbered at the head by year. 
1957, for example. And the first numbers are the numbers of actions. 
There are 53,385 in that year. And they were distributed as follows: 
326 through labor surplus negotiations; small business set-asides 
5,815 ; 13 for disaster areas, and so on, for a total of 53,000 such actions. 
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Now, note that 38,000 actions were modification of contracts that 
were in existence and were being performed under the national emer- 
gency authority and had been entered into prior to January 1, 1956. 

Now, in the same column, correspondingly you get the amount of 
the actions that were taken. 

This involved for the 3 years in question, without detail, a total sum 
of $2,056 million. 

Mr. Vinson. That is it percentagewise and the dollar of contracts 
that was entered into under section 1 [sic] 

Mr. Courtney. Section (a) ¢ 

Mr. Vinson. That is right. 

Mr. Courtney. (1), Mr. Chairman. 

Mr. Vinson. On account of the national emergency declared by the 
President. 

Mr. Courtney. For 1957 only. 

The other years are in the corresponding columns. 

Mr. Vinson. All right. 

Mr. Courtney. Mr. Chairman, please. 

Mr. Vinson. All right. 

Mr. Courtney. One further note: 

Column (e), or number (e), which is the modifications in existing 
contracts, would be a nonrecurring item, and it is of diminishing im- 
portance as the years go on and the contracts run out. 

Mr. BannerMan. I think what Mr. Courtney says is exactly right. 

And you will notice, in that (e), that in the years from 1957 to 
1959, that column (e) has gone down from $1,500 million to $794 
million to $40 million, and it will disappear in the near future. 

Mr. Vinson. And will disappear ? 

Mr. Bannerman. It will disappear because this is modification of 
old contracts that will be working out. 

Mr. Vinson. Well, then, there can’t be any harm by leaving out the 
proclamation of the President, then ? 

Mr. BannerMan. Mr. Chairman, the figure that I am showing, as 
being one which will disappear, is modification pursuant to old con- 
tracts. There are two other columns—those involving small business 
setasides and labor surplus area setasides. And those will not dis- 
appear. 

Mr. Vinson. That is right; those are a very small number? 

Mr. Bannerman. That is correct. 
oe, Vamnon. And that can be cared for also in your regulations, can 
1t not ¢ 

Mr. BanNERMAN. We have no other legal authority to accommodate 
those, Mr. Chairman. 

Mr. Vinson. Well, we can take care of it like we proposed to do in 
the bill that passed the House. 

Mr. Bannerman. Ifthe Congress took care 

Mr. Vinson. It can take care of those two situations. 

Mr. Bannerman. If the Congress took care of those situations by 
separate legislation, we would have no further current need for the 
national emergency exception. 

Mr. Vinson. All right, then if Congress practically reenacted—sug- 
gested to the committee that it deal with the subject matter we had 
in the bill, why, then there would be no objection to leaving out the 
proclamation by the President ? 
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Mr. BANNERMAN. Well, we feel rather strongly that as an emer- 
gency standby measure, we should retain that authority, Mr. Chair- 
man, although we would have no current need for it. 

Mr. Vinson. All right. Then, though you have no current need for 
it—— 

Mr. BANNERMAN. That is correct. 

Mr. Vinson. You just want it on the books? 

Mr. BannerRMAN. We want it on the books for use in the event of 
another emergency. 

Mr. Kitpay. Well, then, would you object if it was provided “in a 
national emergency hereafter declared by Congress or the President” ? 

Mr. BannerMAN. No, Mr. Kilday, we would not, if the other mat- 
ters were taken care of concurrently. 

Mr. Vinson. If the other matters were taken care of currently— 
you mean—— 

Mr. BANNERMAN. Small business and labor setaside areas. 

Mr. Vinson. There are three matters to deal with ? 

Mr. BannerMAN. That is correct. 

Mr. Vinson. Small business, and disaster areas, and research and 
development contracts of a certain figure. 

And the committee wants to take care of those three areas. There- 
fore, in taking care of those three areas, why would we not be on 
sound ground to recommend “or by the President” be stricken from 
the act of 1947 ¢ 

Mr. Kirtpay. Or make it “hereafter declared,” so as to eliminate 
the existing national emergency. 

Mr. BANNERMAN. I think we would be perfectly 

Mr. Kitpay. We have done that in other areas in the past. 

Mr. BannerMAn. We would be perfectly willing to accept Mr. 
Kilday’s suggestion, Mr. Chairman. 

Mr. Vinson. All right, I think that clears it up. 

Now, as suggested by, and pursuing the Comptroller General’s 
suggestion : 

First, to restate that suggestion that you made about providing that 
in your procurement regulations, why wouldn’t it be sound to put it 
in the law, instead of the regulations? Law is stronger than regula- 
tions, is it not? a 

Mr. Bannerman. Mr. Chairman, I don’t think we would have any 
objection to that. 

fr. Vinson. Well, state it again, what he recommends. 

Mr. BANNERMAN. The recommendation was 

Mr. Vinson. We have already cleared up one point, I think, that 
the committee can make a recommendation on. 

Now let’s see on this other point. 

Mr. BanNeRMAN. The recommendation, as I understand it, was 
that either the law or the regulation be modified to require that formal 
advertising be followed where practicable, even though one of the 
exceptions authorizing negotiation was available. 

I think it was felt by the Comptroller General, and I think perhaps 
by some of the others of us, that this was the intention in the first 
place. But it did not appear in the law and is not in our regulations. 

Now, we can rather simply put it into our regulations, with the con- 
currence of our people in this respect. And I am sure that this can 
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be accommodated. If it is accommodated, the legal effect will be the 
same as it would be if it were in the law. We would have no objection. 

Mr. Vinson. That would be practically the same thing. But Con- 
gress has created and passed a law. We would rather run a Govern- 
ment by law, instead of proclamations and regulations, wherever it is 
possible to do so. 

Would you be kind enough to draft in your own language what you 
think deal be the verbiage of that suggestion of the Comptrolier? 

Mr. BANNERMAN. Yes, sir. 

Secretary LeBoutiutrr. Yes, sir; we will take care of that. 

Mr. Vinson. All right. In that connection we have already put 
into effect two valid suggestions of the Comptroller with reference 
to subcontractors. That is one of them, that the Secretary spoke about. 

Why shouldn’t that also go into the law, to have some scrutiny over 
the subcontractors, in fixing costs and prices? 

Mr. Bannerman. Mr. Chairman, that problem is purely procedural, 
as part of the pricing of contracts. 

Mr. Vinson. All right. That is a good answer. 

Mr. BannerMan. And it is very difficult. 

Mr. Vinson. All right. 

Mr. BannerMan. It would be very difficult to find language that 
would accommodate that. 

Mr. Vinson. Now—— 

Mr. Bannerman. Across the board. 

Mr. Vinson. Now, members of the committee, any time any one of 
you want to ask questions, just ask them. 

(Chorus of, “Mr. Chairman.) 

Mr. Vinson. Mr. Kilday. 

I will recognize Mr. Kilday. 

Mr. Kinpay. I wanted to go back to something we were talking 
about a moment ago. 

You stated that the existence of the national emergency relieves the 
Secretary of the necessity of making certain determinations provided 
in the act of 1947. 

Let’s go specifically to exception No. 15. 

Mr. BannerMAN. Yes, sir. 

Mr. Kirpay. Is that an example of the exceptions where the Sec- 
retary, except for the existence of the national emergency, would be 
required to make the determination ? 

Mr. BANNERMAN. Yes, sir. 

In fact, I think he has to make two under exception 15. 

Mr. Kipay. I didn’t hear you, sir. 

Mr. Bannerman. I say, under exception 15, I think he has to make 
two determinations. 

Mr. Kupay. Yes. 

There is one further down. 

Mr. Bannerman. First, that the price is too high or not independ- 
ently arrived at; and secondly, after the reaward has been made, that 
the new price is lower. There are two separate occasions. 

Mr. Kirpay. Now, if it were not for the national emergency, after 
the bids were in under exception 15, the Secretary would be required 
to determine that this further negotiation should take place. 
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Because of the existence of the national emergency, the procure- 
ment officers within the military department will make that determina- 
tion, is that correct ? 

Mr. Bannerman. I think that is correct. 

Mr. Kitpay. Is that correct ? 

Mr. Bannerman. That is correct, during a national emergency. 

Excuse me just a moment, Mr. Kilday. 

Mr. Nasu. It is not true today, Mr. Kilday. They would have to 
go to the Secretary for that determination. Because, as we pointed 
out, we use the first exception only for small business, labor distress, 
and research and development under $100,000. 

Mr. Bannerman. So that as of today, two secretarial determina- 
tions are required to use exception 15. 

Mr. Kizpay. I don’t know that I follow you there. 

Mr. Bannerman. Exceptions 

Mr. Kinpay. The situation, then, is that under the law that could be 
true, but under the regulation and policy it is not presently true? 

Mr. Nasu. That is correct. 

Mr. Bannerman. We determined, as I say, in January of 1956, to 
discontinue using the national emergency authority in all but this very 
limited group of cases that we have been discussing. 

Mr. Kitpay. Not only on the question of dispensing with bids— 
with advertising. 

Mr. Bannerman. Well, we don’t use it at all, that is, we don’t use 
the national emergency authority at all currently, Mr. Kilday, except 
for these surplus labor areas, small business and the under $100,000 
research and development contracts. 

Mr. Kupay. Then, in these instances the Secretary has made the 
determination, if they proceed in accordance with 15. 

Mr. BaNnNERMAN. In all other instances, which would include ex- 
ception 15, the Secretary, in fact, is making these determinations right 
now, when we use it. 

Mr. Vinson. Mr. Rivers. 

Mr. Rivers. Are you finished ? 

Mr. Kipay. Yes. 

Mr. Vinson. Mr. Rivers. 

Mr. Rivers. Mr. Bannerman, for all intents and purposes, you are 
in charge of this, aren’t you? I mean, you are pretty well acquainted 
with this? 

Mr. BannerMAN. I am the Director for Procurement Policy, Mr. 
Rivers. 

Mr. Rivers. So we can assume that you know as much about this 
as anybody. 

Of course, not reflecting on the distinguished Secretary. 

Secretary LeBouritiimr. I will agree with your statement, Mr. 
Rivers. 

Mr. Rivers. Now, here is what worries me in this field. 

Are we getting accustomed to the philosophy of living under the 
emergency powers of the President, or the specific acts of the Con- 

ess ¢ 

As Mr. Vinson has said, it is a matter of living by law, rather than 
by Executive order. 
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When you live by law, you know exactly where you stand. By Ex- 
ecutive order, it is whatever—as the distinguished counsel] has said, 
you might run into the inherent concept. 

Now, here is my question: 

Which is best for the Department of Defense, based on your ex- 
erience, the inherent powers based on the emergency, or the Armed 
Services Procurement Act ? 

Mr. Bannerman, Mr. Rivers, we feel that in times such as these, 
we are better off not using the emergency powers as a general rule. 
And that is why we are currently not using them as a general rule. 

Mr. Rivers. Yet you want to have them. 

I think we are getting used to too much dictatorial powers, if you 
will pardon that selection of words. 

Mr. BannerMAN. Mr. Rivers, we had the national emergency power 
in a standby basis from the day this act was passed up until the begin- 
ning of the Korean emergency. 

Mr. Rivers. I know. 

Mr. BANNERMAN. We didn’t use it. 

Mr. Rivers. I have been in Congress 20 years. We have never been 
outside of an emergency. 

Mr. BaNNERMAN. We didn’t use it in those years, and we are not 
using it now. 

Mr. Rivers. Yes. 

What about my question? Which is better for the country, as you 
see it, from the standpoint of the taxpayer and the Department of 
Defense ? 

Mr. Bannerman. I think there is a good deal to be said for not 
using emergency powers in times such as these. And we are not using 
them. 

Mr. Rivers. You are not. 

Mr. BANNERMAN. However, this does not mean that we should not 
have standby authority to go into it. 

Mr. Rivers. It is of concern, as Mr. Kilday has suggested, because 
of the various exigencies that might occur overnight. 

Mr. BannerMan. That is correct. And we agreed with Mr. Kil- 
day’s view. ; 

Mr. Rivers. Now back to the inherent powers of the President, that 
the counsel has said. Of course you are the President. You are the 
President; that is, the Defense Department is the President. Because 
that is an executive department. 

Mr. Nasu. Mr. Rivers, in making my statement, I did not mean 
that we were acting outside the laws of Congress, or placing ourselves 
above the laws of Congress. The example I gave was that Congress 
establishes an agency and says to this agency, “You will do this, and 
for you do this, we give you money to do it.” 

Mr. Rivers. Yes, sir. 

Mr. Nasu. And my only point was you need not spell out in that law 
specifically the authority of that agency to contract, because for that 
agency to operate, it has to have supplies and equipment. 

So it is inherent that it would—if you give it the authority to operate 
to carry out its mission—implicitly have the authority to do anything 
within the law to accomplish that objective. 

That is all I said. 
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We are not operating outside the scope of the law. 

Mr. Rivers. Well, now, you recognize that you and the Defense 
Department is the special creature of the Congress. 

Mr. Nasu. I do. 

Mr. Rivers. The Constitution specifically picks out the military as 
the responsibility of the Congress. You recognize that? 

Mr. Nasu. That is correct, sir. 

Mr. Rryers. That is the one department that is selected from all the 
rest. There isn’t any other department where it is directed that the 
Congress “provide for and maintain,” and that is providing for the 
Army and the President to operate it. That is the basis and the 
general concept of the military. 

Therefore, to specifically legislate in this field in any area, whether 
it contravenes what you conceive as your inherent powers, would be 
specifically the jurisdiction and the authority of Congress, 

Wouldn’t you agree with that ? 

Mr. Nasu. I would agree, Mr. Rivers. 

And I would add this, that inherent powers—perhaps we are using 
the wrong term 

Mr. Rivers. Yes. 

Mr. Nasu. We should say “implied powers”—can follow from an 
express power given by Congress. 

Mr. Rivers. But then you would start interpreting your inherent 
powers subsequent to the act of Congress. 

Mr. Nasu. I think we would feel that we could do anything to carry 
out the mission given to us by Congress by law. 

Mr. Rivers. You start off with the intent. 

Mr. Nasu. Which is within the law. 

In other words, where such action is not otherwise prohibited by 
the Congress. 

Mr. Rivers. Mr. Courtney, how far off base have I gotten ? 

Mr. Vinson. Well, you are getting right down to the point where 
it suggests to me: Then, if you wanted to build a factory, to carry out 
the intent of Congress, you would have the authority to use your money 
to build the factory. 

Mr. Rivers. Put in your equipment. 

Mr. Nasu. That is right. 

Mr. Rivers. I just wanted to understand that. 

Now, do you think that the Armed Services Procurement Act holds 
you back in certain areas, or helps you in certain areas ? 

I have in mind this: There is a terrific exodus from all parts of the 
country to the west coast, because of the placing of contracts on the 
west coast. There is a terrific exodus to the west coast. 

Now, as a result of the placing of those contracts, by virtue of the 
discretionary power given to the military to place this type of con- 
tract, you are going to—whether you intend to or not—create labor 
surplus areas. As a result of that, you have got to continue to place 
contracts. 

Now, is that good for the country economically, that is, is that costly 
to the country economically, or is it not ? 

Mr. BannerMANn. I would like to answer your question in several 
parts, if I might, Mr. Rivers. 
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First, as to your question about the act itself, we have found over 
the years the Armed Services Procurement Act to be a very workable 


act. Hence we have 

Mr. Rivers. Say that again. I want the chairman to hear that. 
{ Laughter. } 

Mr. Bannerman. I think he heard it, Mr. Rivers. 

The fact is that we have had practically no occasion over the inter- 
vening years to recommend changes in that act. It works. We can 
get on with our busines. with a minimum of interference and with 
a minimum of unnecessary administration. 

The authorities which it gives us I don’t think are those which are 
responsible for west coast contracting, to get to the second part. 

Mr. Rivers. I was just speaking of that as an example. 

Mr. Bannerman. The big contractors on the west coast are, for the 
most part, people who are in the aircraft industry and subsequently 
in the missile business, and have been. The complex of companies 
that support those industries have been out there all the time. In 
the course of placing our large developmental contracts, such as those 
in the missile business, we make every effort to secure the services of 
that company which can best do the job after obtaining competitive 
proposals of one type or another from them. 

It is a matter of ability that determines where the contracts go of 
that type. And there has been certainly no desire to channel business 
to the west coast, nor has there been any effort to do so. 

Mr. Vinson. Mr. Rivers did not ask you if any of your procure- 
ment regulations dealt with the climate in letting contracts. 

Mr. BaAnNErMAN. What, Mr. Chairman? 

Mr. Vinson. Mr. Rivers, in his questions, did not ask you if climate 
and atmosphere had anything to do with one of regulations of letting 
contracts, in discussing the west coast. 

Mr. Rivers. No; I am not asking that. 

What I had in mind was—it is a wheel within a wheel. As you 
get this industry developed, the vast aircraft industry, which has 
now taken on, to survive, the missile business—and it is elementary 
that it would—— 

(Mr. Bannerman nods.) 

Mr. Rivers. Now, you are bringing these allied and kindred indus- 
tries as part and parcel of that technological development, in the inter- 
est of our modern military materiel, and it comes as a part and parcel 
of that development of that industry for the military. So it brings 
iton. And it really becomes a vested interest in that industry. 

Secretary LeBourmurmr. I think that is right, sir. We have to 
go where the abilities lie. How they got there is beside the point. 

Mr. Rivers. It is going to get bigger and bigger and bigger. And 
any area, whether it is in the North, East, South or West, may get 
larger and larger, and may be possibly at the expense of the country 
as a whole. 

Secretary LeBourtmuer. I think those are the economic facts of 
rine We have to go where we can best procure efficiently what we 
need. 

Mr. Rivers. Now, one other question I want to ask you: In the 
placing of these classified, highly secret contracts with industry, you 
have to do it on a negotiated basis, because you can’t advertise. 
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Secretary LeBoutitiier. That is correct. 

Mr. Rivers. That is basic. 

Mr. Vinson. Mr.—— 

Mr. Rivers. Wait, now. 

Do you lose control of any security by not having it done within 
the military, say, down at Redstone, Ala. ? 

Secretary LeBouritirer. Do you want to answer it? 

Mr, Bannerman. I don’t know as I understand the question. 

Mr. Rivers. Does it minimize your capacity to keep security, by 
giving -emgeesd a contract that could be done in the military instal- 
lations 

Secretary LeBouriiimr. We haven’t had any occasion that I know 
of where that has been brought up. 

Mr. Bannerman. I don’t think that that affects our capacity to 
maintain security, Mr. Rivers, At least in my experience with con- 
tacting, I haven’t known of any cases where security has been jeopar- 
dized for that reason. 

Mr. Rivers. And the fact that industry has it doesn’t in any wise 
affect the classified nature of the project, as against the military ? 

Mr. BaNNERMAN. That is correct. We have a very great many of 
the industrial establishments of this country that are perfectly com-: 
petent and very qualified, after review, to maintain the security of 
the work we place with them. 

There is an industrial security manual that becomes part of our 
contract in all cases of classified contracts. 

Mr. Rivers. Do you have any control over that security ? 

Mr. BANNERMAN. Yes, sir. 

Mr. Rivers. How much control do you have over it? 

Mr. Bannerman. Through inspection, we determine their compli- 
ance with our industrial security provedures, that is, our written pro- 
cedures. They are contractually bound to comply with those pro- 
cedures in all cases where we place a classified contract with them, and 
we review to see that they do so. 

Mr. Vinson. Mr. Becker, have you any questions? 

Mr. Becxer. Mr. Chairman, one thing that interests me‘here is that 
Mr. LeBoutillier and the other gentlemen talked about making the 
policies for procurement that go down into the three branches. 

Is that correct? 

Secretary LeBoutmumr. They are made jointly. 

Mr. Becker. You make them jointly with the services? 

Secretary LeBourttiier. Yes. The ASPR Committee has repre- 
sentatives of the services, and of our office. 

Mr. Becker. In the chairman’s questioning, you answered the ques- 
tion. But there is no policing, that after this policy is made, to ascer- 
tain whether or not the procedures and regulations are being followed ? 

Secretary LeBouritirer. Well, we assume that regulations are fol- 
lowed, unless we hear otherwise. 

Now, this may be a wrong assumption, but we have the complaints 
that Mr. Bannerman pointed out, or possible complaints of contractors 
who think they were mistreated. We have the General Accounting 
— = have many ways to find out where they are not being 

ollowed. 
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Mr. Brecker. Well, you have these innumerable criticisms of the 
GAO, which certainly proves up that there is either a lack of policing 
on the other levels or they are ignoring it. 

Secretary LeBouriniier. I don’t think policing is a substitute for 
good negotiating, and that is what we are trying to tighten up all 
the time. 

Jim, do you want to supplement this? 

Mr. BaNNERMAN. With respect to policing, Mr. Becker, the Armed 
Services Procurement Regulation is 

Mr. Vinson. <A little louder, Mr. Bannerman. 

Mr. Bannerman. The Armed Services Procurement Regulation is 
in effect a directive from the Secretary of Defense to the military de- 
partments. The Secretary looks to the Secretaries of the military 
departments to enforce his regulations in those departments, as the 
primary source of policing. 

The military departments, as you know, have their own review 
teams, that is, their own inspectors and their own auditors and their 
own means of assuring compliance. 

Now, the General Accounting Office reports, to which you are refer- 
ring, do not for the most part indicate any failure to comply with 
regulations. 

We thought, as was pointed out in Mr, LeBoutillier’s statement, 
that they did point up, particularly those that went back 2 or 3 years, 
certain weaknesses in the regulations themselves, which we have cured 
by a subsequent regulation. 

Mr. Brecker. I see. 

You clarified that to me. 

It will look more like the regulations were not being adhered to that 
were set up. 

Then you also said that in negotiated contracts you are going to get 
to the point of advertising. Is that correct? Negotiated contracts? 
Did you say that before ? 

Mr. BANNERMAN. I don’t believe so, Mr. Becker. 

Secretary LeBoutiriier. No. 

Mr. Becker. What cid you say in respect toadvertising? 

Mr. Bannerman. Well, we said a variety of things. We said that 
the use of the national emergency exception to avoid advertising has 
been discontinued. And we are advertising a fairly substantial num- 
ber of our contracts, quite a substantial number of our contracts, 
right now. 

Mr. Becker. That are negotiated ? 

Mr. BannerMan. No, they are advertised. The two are distin- 
guished. 

Mr. Becker. These are bid contracts ? 

Mr. BannerMAN. These are formal, open competitive bids, with a 
public opening. 

Now, many of our negotiated contracts are also competitive. A 
high proportion of them are. But formal advertising is a procedure 
which, I think many of the committee know, has a rather highly 
specialized technique, that can only be used in those cases where 
you have a very clear-cut specification, and is not appropriate to use 

in cases of advanced military weapons. 

Mr. Becker. Mr. Chairman, I just have one further question. 
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Mr. Vinson. All right. — 

Mr. Becker. Philip LeBoutillier, Jr., are you of the LeBoutillier 
family of Long Island ? , 

Secretary LeBouritiier. Yes, sir. , 

Mr. Becker. Your family was very instrumental in the history of 
the Long Island Railroad, going back in its early history 

Secretary LeBoutitirer. Yes, sir. 

Mr. Brcxer. As a Long Islander, I want to welcome you before 
the committee, a very distinguished family and a very distinguished 
background. 

Secretary LeBoutmumer. Thank you. 

Mr. Vinson. Now, Mr. Secretary, in your statement you broke it 
down into the three departments. 

And as to the cost principles—in that connection I want to ask you 
something in reference to your statement on page 4. 

You state: 


Numerous individual elements of cost have traditionally not been allowed in 
prior cost principles. 


“hen you enumerate some of them: 


An example is advertising costs, bad debts, entertainment, contributions and 
donations, interest on borrowing, certain selling costs, et cetera. 

Now, is that practically all the items of cost that are not allowed ? 

Secretary LeBouriuier. Well, that includes the major parts of 
them. 

Have you the cost principles here, Jim ? 

Mr. Vinson. Now, let’s get, first, advertising costs. Does that in- 
clude advertising over the television, and every type of advertisement, 
in the newspapers and everything? The word “advertisement” covers 
advertisement, is that it? Now, these can’t be charges against the 
Army, is that correct ? 

Secretary LeBouritiier. If you are thinking of the advertising 
that goes in the newspapers, full pages on Bomare, and so forth, this 
Is correct. 

Mr. Vinson. That is right. 

Mr. Bannerman. Mr. Chairman, the regulation, that is, the new 
regulation, is very specific with respect to which advertising costs may 
be allowable and which are not. 

_ Institutional advertising of the type that you were just discussing 
1s not. 

Mr. Vinson. All right. 

You say, then, there are certain advertising costs that can be 
charged. 

Mr. BAnnerMAN. That is correct. 

Mr. Vinson. Now, state to the committee what some of those are. 

Mr. Bannerman. The first is help-wanted advertising. 

Mr. Vinson. What? 

Mr. Bannerman. Help wanted. 

Mr. Vinson. Oh, yes. 

Mr. BannerMANn. Advertising for employees. 

Mr. Vinson. Help wanted. 

Mr. Bannerman. Help-wanted advertising; advertising for em- 
ployees is allowable, to the extent that it is reasonable. 
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Advertising in trade and technical journals for the purpose of sup- 
porting the dissemination of technical information, is allowable. 

We allow the costs of participation in exhibits, where the Govern- 
ment has suggested the [pause ] 

Mr. Rivers. The displays? 

Mr. BANNERMAN (continuing). The display, yes. 

And we also allow advertising for the purpose of obtaining scarce 
materials, plant or equipment, or disposition of scrap or surplus mate- 
rials, in connection with the contract. 

Mr. Vinson. Read that again. I couldn’t follow it all. 

Mr. BANNERMAN. Advertising for the exclusive purpose of obtain- 
ing scarce materials, plant or equipment or disposing of scrap or sur- 
plus materials in connection with our contract. 

Mr. Vinson. Then that 

Mr. BANNERMAN. That is the total of the allowable advertising. 

Mr. Vinson. Then that is the exceptions that you permit ? 

Mr. Bannerman. All other advertising is unallowable. 

Mr. Vinson. All right. 

Now, are there any other cost items that—you got here “Advertising 
Costs,” bad debts, entertainment—now, in reference to entertainment, 
is that strictly enforced, or is it sort of looked at and wish it hadn’t 
occurred? [Laughter.] 

Mr. Bannerman. It isstrictly enforced, Mr. Chairman. 

Mr. Vinson. All right. 

Now, the contributions and donations. 

Well, I will pass that over for this year. [Laughter. ] 

Interest on borrowings. 

Now, the interest that he has to pay for borrowing capital, that is 
not permitted to be charged asa cost ? 

r. BANNERMAN. We do not allow that asa cost, Mr. Chairman. 

Mr. Vinson. All right. 

Now, certain selling costs. 

Now, what are the exceptions in selling costs? 

Mr. BanNERMAN. The exceptions are those costs related to doing 
business with the Government. 

For instance, frequently it is necessary to maintain engineering 
liaison with the Government engineers in connection with the per- 
formance of a contract. Such costs would be allowable. 

Costs of selling commercial products are not allowable. 

Mr. Vinson. Now, you have a regulation dealing with this? 

Mr. BannerMan. That is correct. 

Mr. Vinson. Now, will you insert that in the record, so the record 
will show it? Is it too voluminous to put in? 

Mr. Bannerman. Mr. Chairman, I think the cost principles are al- 
ready in the record. 

Mr. Vinson. All right. 

Now, the committee can understand those items are not allowable. 

Now, let’s see what are allowable. 

Other individual costs, such as material cost, salaries and wages, deprecia- 
tion, insurance, maintenance, production engineering, training and educational 
costs, and research and development, while allowable, are subject to certain ad- 
ministrative controls and limitations to insure that costs and charges to the 

Government are reasonable in amount. 
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Now, the only one I want to ask you particularly about is in refer- 
ence to salaries. 

Now, does that include the salary of the president of the corpora- 
tion and all the employees of the corporation, against the end product ? 

For instance, if an officer of a corporation received $250,000 a year 
salary, is that chargeable in the full amount against the product that 
he is manufacturing ? 

Secretary LeBourttumr. We allow what we consider reasonable 
overhead cost. And I would assume that the salaried officers are in the 
overhead. 

Mr. Vinson. Let’s clear this up right now and see as to salaries. 

Now, here is a company that is manufacturing a missile and the 
salary of the president of the company, is two hundred and—prac- 
tically, that is all he has, is this Government contract, and his salary 
is $250,000. And he produces a missile that costs $1 million or $5 mil- 
lion. Is he permitted to charge, against the costs of the missile, his 
total salary, or is it regulated or proportioned out ? 

Mr. BannerMAN. Mr. Chairman, the salaries of company officers be- 
come an overhead expense in every corporation that I know of, and as 
an overhead expense, like all other overhead expense, it is allocated 
to the total of the business, prorated to the total of the business that the 
company is doing. 

If the company happened to have nothing but Government work, 
why, the overhead expense would be allocated to the various Govern- 
ment contracts and would be absorbed in total in the Government 
work. 

Now, whether a $250,000 salary would be considered fair and reas- 
onable is another question. 

Mr. Vinson. Well 

Mr. BannerMAN. And it might not be. 

Mr. Vinson. Do you examine the overhead cost of the contractor 
to see what should be allowed, or do you just take his figuers ? 

Secretary LeBouritiier. We examine it. 

Mr. BANNERMAN. We examine it in great detail, Mr. Chairman. 

Mr. Vinson. Are there any instances, where his overhead is being 
reduced, where you felt it was excessive? 

Mr. BANNERMAN. It happens right along, all the time. 

Mr. Vinson. Now, this is closely scrutinized, is it ? 

Mr. BANNERMAN. Yes, sir. 

Secretary LeBourtitier. Yes, sir. 

Mr. Bannerman. And in most of our contracts it is subjected to 
audit. 

Mr. Bates. Mr. Chairman. 

Mr. Vinson. Mr. Bates. 

Mr. Bares. Mr. Bannerman, I think, about 2 years ago, in the 
Hébert committee, we got into this particular problem. 

Mr. BANNERMAN. That is correct. 

Mr. Bates. And asI recall, one of the services—and I think it was 
the Air Force—had a limitation of $25,000 on salary. The other 
services had no such rule. 

Mr. Bannerman. I think that is not quite correct, Mr. Bates—if I 
may correct you? 

Mr. Bates. You may. 
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Mr. Bannerman. I think one of the services had a rule, internal 
rule, that any salary over $25,000 had to come into headquarters for 
scrutiny. It does not follow they did not approve it. 

However, we have subsequently issued—and you recall this was a 
point of discussion in the Hébert hearings—we have subsequently is- 
sued a uniform set of contract cost principles, which is mentioned in 
Mr. LeBoutillier’s statement, and which now is interpreted uniformly 
by all services. 

Mr. Bares. Well, specifically, is there any limitation as to the 
amount the president and vice president of these various operations 
might receive ? 

Mr. BannerMan. There is no dollar limitation set up in the cost 
principles, nor do we think that it would be practicable to do so. 

Mr. Bares. You do allocate costs? 

Mr. Bannerman. Oh, we allocate all overhead costs on the basis of 
total business. 

Mr. Bates. In other words, if it is totally Government business and 
the president has a salary, say, of $100,000 or $200,000, is the total 
amount of that permitted ? 

Mr. Bannerman. If, on audit, we determine that the president’s 
salary is a reasonable amount, we would then allocate it to the total 
of his business, and if the total of the business were Government busi- 
ness, the Government obviously would absorb it. 

Mr. Bares. How do you determine whether or not it is reasonable? 

Mr. Bannerman. It is a very difficult determination. 

Mr Bares. Now, this is all across the board. 

When we conducted our hearings on this, I certainly couldn’t decide 
which was reasonable. And it wasn’t necessarily a reflection of size, 
and it wasn’t necessarily a reflection of profit. It seemed to me as 
though it was more on how much impression they made on the board. 

Mr. Bannerman. Well, it is a very difficult decision as I am sure 
you are aware. 

Mr. Bares. How do you determine whether or not it is reasonable ? 

Mr. BanNERMAN. We look to a variety of factors. One is, is it 
completely out of line with the industry? Is it out of line in the area 
in which he works? Is there any evidence that salaries have been in- 
flated as a result of having acquired Government business? Do the 
salaries go up out of proportion to the officer’s contribution ? 

Mr. Vinson. It does follow—— 

Mr. BannerMan. What is that? 

Mr. Vinson. It does follow that the salaries go up, in the large 
Government contracts he gets. 

Mr. Bannerman. If we find an inflation of salaries caused by, or 
apparently caused by our placing of a Government contract, we would, 
I think, look upon that as not meeting the test of reasonableness, Mr. 
Bates. 

Mr. Bates. Well, let’s be a little more specific. 

Have you in any cases, when you observed that a certain salary was 
a certain figure, determined that that was too much and actually cut 
it back as far as an allowable cost was concerned ? 

Mr. Bannerman. Mr. Bates, to answer your question specifically, 
I would rather have the people from the military departments, who 
are going to follow us, answer it. 
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I can answer it specifically, by saying, “Yes, we have reduced 
them.” 

And you will recall in the hearings on aircraft profits, that examples 
of such reductions were put into the record of that hearing. 

Mr. Bates. By one of the services, I remember specifically. 

Mr. BANNERMAN. Well, there were two, as I recall. 

Mr. Vinson. Have you any record 

Mr. Bates. Mr. Chairman, just one point. 

Now, when we got all through there the last time with those hear- 
ings, I didn’t know, and I am not sure anybody knew, actually what 
the Renegotiation Board permitted as far as salaries were concerned. 

Mr. Bannerman. The Renegotiation Board, Mr. Bates? 

Mr. Bares. Yes. 

Mr. BannerMAN. I can’t answer that. 

I don’t think the Renegotiation Board follows any different general 

ractice than we do. They tend, as you know, to follow tax practices 
in this respect, and I think that they probably would be guided by 
whatever the tax people were allowing. 

Mr. Bares. I think we can get into that a little later. 

Mr. Bannerman. That is not our business, as I am sure you are 
aware. 

Mr. Bates. I don’t think I can go along with that conclusion. 

Mr. Vinson. Let me ask you this: Have you any specific regula- 
tions—because you are the policymakers—to the departments that em- 
phasize the scrutiny that must be given to these items as to the costs 
that are chargeable ? 

Mr. Bannerman. We do, indeed, Mr. Chairman. The cost prin- 
ciples which we have already introduced in the record 

Mr. Vinson. All right. 

Mr. BANNERMAN. Are quite specific on this point. 

Mr. Vinson. Now do you, as a policymaker, follow up to see that 
these cost items are closely scrutinized by the various parties who make 
the contracts ? 

Mr. Bannerman. I think 

Mr. Vinson. Or do you just issue your regulation and forget it ? 

Mr. Bannerman. Well [laughter] the answer 

Secretary LeBoutiiuter. We don't forget them. 

Mr. Vinson. Let’s get right down to business. What do you do? 

Mr. Bannerman. The answer, Mr. Chairman, is probably some- 
where in between those two. 

Mr. Vinson. It is what? 

Mr. BannERMAN. Somewhere in between those two. 

Mr. Vinson. That is right. You forget it sometimes, and when 
there is too much talk about it you look into it. [Laughter.] 

Mr. Rivers. What he means—— 

Mr. Vinson. Let him answer the question now. 

Mr. BannerMAN. We do not make a detailed contract by contract 
scrutiny of what the military departments are doing. We rely on the 
auditors and the inspectors within the military departments to make 
this type of scrutiny. 

We do, however, get into these questions on a number of occasions 
when specific issues are raised and brought to our attention. 

Mr. Vinson. Then do you think you could strengthen your organi- 
zation, the policymaking, by a little more surveillance over what goes 
on in the departments? 
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Secretary LeBourmuter. The only way to do that would be to have 
a team of auditors of our own. Wedon’t havethem. We don’t have 
them within our personnel ceilings. And I think it would probably 
be duplication. We must assume that they are perfectly competent 
people in the departments, and that we don’t have all the brains. We 
work on that assumption. 

Mr. Vinson. Well—— 

Mr. Bannerman. I would like to—— 

Mr. Vinson. You don’t know, unless something breaks, how well 
the department officials are carrying out your policies, except in the 
most general way. 

Mr. Bannerman. Mr. Chairman, I have been exposed to these poli- 
cies for quite a number of years now, and I can say, certainly from my 
experience, that I find no disposition on the part of the military de- 
partments to deviate from the policies we issue. 

The question as to how good a job they do on negotiating individual 
contracts is something that you can’t and never will control by 
regulations. 

Mr. Rivers. Would the Chairman yield right there? 

Mr. Vinson. The Comptroller found a good deal of complaints, 
which you acknowledged in your statement, and therefore you adopted 
some of his criticisms. 

Now could not that have been eliminated had you exercised and had 
the authority to exercise closer surveillance over the operation of your 
directives ? 

Mr. Bannerman. I don’t think the comptroller was finding in those 
cases any dispositions on the part of the departments to deviate from 
our regulations. 

Mr. Vinson. That is right. Of course 

Mr. BANNERMAN. He pointed out, as we said, need for strengthen- 
ing the regulations, which we have done. 

Mr. Vinson. I think this, I think—now these regulations are 
created by your study and your consultation. Then they are handed 
down to the departments. 

I think there is a little mora] obligation—and there might be a 
legal obligation—to see that the regulations are lived up to. And you 
should police them, not to the extent of having control of making 
the contracts, but at least to the extent to see that the requirements 
that you have set and the policy and the scrutiny should be given to 
by the departments that are making the contracts. 

Now here is $25 billion worth of contracts being made. They are 
all being made upon the law and upon the inherent power and upon 
your rules and regulations. You make that and you say “Well, we 
performed a good job. We told them how to do it.” 

Then you go to playing golf, or doing anything else you want to do, 
and trust that the people who have the authority to make the con- 
tracts are meeting your requirements. 

But I think that the people who create these things ought to go 
down the line, in some line of inquiry, and see if they are doing 
what you expect them todo. And you ought to strengthen your super- 
vision and control. And in that way you no doubt would eliminate a 
great many of these criticisms that the Comptroller points out, that I 
put in this statement here. 
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Because he criticized the negotiations. And it was the lack of 
something following out your rules and regulations, don’t you see ? 

You are the one that hatches the golden egg and creates the whole 
thing. You just want to see that it is developed and carried out like 
it should be. 

Mr. Kinpay. Mr. Chairman. 

Mr. Vinson. Mr. Kilday. 

Mr. Kiwpay. Mr. Secretary, in your statement you mentioned the 
firm fixed price contract. Those are all awards after general ad- 
vertising, are they not ? 

Secretary LeBourmutmer. Not necessarily. It works both ways. I 
am not sure which page that is on. 

We can have negotiated firm fixed price contracts, too. 

Mr. Kitpay. Maybe I should approach it the other way. All con- 
tracts awarded after general advertising are on the firm fixed price 
contract 

Secretary LeBourituier. Or fixed price with an escalation clause, 
one of the two. 

Mr. Kinpay. Your firm fixed price contract accounts for only 32.8 
percent ¢ 

Secretary LeBouriiuier. Yes, sir. 

Mr. Kitpay. Of your dollars. 

So that you have 67.2 percent of other type of contracts? 

Secretary LeBoutitiier. Well, that is correct. 

Actually, the 32.8 percent for firm fixed-price contracts breaks down 
into two parts, those formally advertised and those negotiated. 14.1 
percent of those contracts is advertised, and the other 18.7 percent is 
negotiated. 

Mr. Kitpay. 14 percent ? 

Secretary LeBoutiuier. 14.1, yes, sir. 

3 - Kipay. 14.1. Those are all on general advertising competitive 
ids? 

(Secretary LeBoutillier nods. ) 

Mr. Kiuzpay. That is the extent of it, the 14.1? 

Secretary LeBouTituier. Well, that is the extent in these percent- 
ages that I gave you. 

Mr. Kizpay. That is right. 

Secretary LeBoutiiumr. Yes. 

Mr. Kirpay. A moment ago one of you said that the Procurement 
Act is workable and it permits you to operate. Of course, you have 
been operating with the Renegotiation Act in effect. You take that 
into consideration also, do you not ? 

Mr. BannerMAN. The Renegotiation Act is not considered in our 
negotiations, Mr. Kilday. 

We feel—and I think this is uniform—the necessity for doing a good 
job of negotiating contracts, with or without the Renegotiation Act. 
We certainly can’t rely on it. 

Mr. Kirpay. But it is a comfortable feeling to know that the ones 
that slip by are going to have another look at? 

Mr. BANNERMAN. Well, as you know, the Renegotiation Board ex- 
amines the total annual business—— 

Mr. Kupay. That is right. 
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Mr. Bannerman. Of a contractor. And there is no assurance that 
because one contract may slip by that the Renegotiation Board will 
find that the total annual business shows excess profits. 

Mr. Kizpay. But at least there is another chance. 

Mr. Bannerman. Well, there is no question about that. We hope 
we don’t make mistakes that require it, but—— 

Mr. Kitpay. Well, I would hope so, also. 

But in the event that it did happen, so long as you have the Renego- 
tiation Act, there is another opportunity to protect the Government’s 
interest ? 

Mr. Bannerman. If the total business of the contractor shows 
excessive profits. 

Mr. Vinson. Let me ask this question—— 

Mr. Bares. On that point I would like to ask a question. 

Does the gentleman yield ? 

Mr. Kizpay. I had a question. I just wanted to make one other 
point and then I will yield the floor. 

With reference to the Procurement Act, it starts off with “Purchases 
of and contracts for property or services covered by this chapter shall 
be made by formal advertising.” 

Mr. BANNERMAN. Yes, sir. 

Mr. Kipay. “However”—then you have the 17 exceptions. 

I am just wondering what position we find ourselves to be in, when 
we start off with the declaration that the procurement shall be after 
general advertising, as the general policy of the Government, and 
then we find that some percentage, between 14.1 or 32.8 percent, is 
done by advertising, and the entire balance comes under the excep- 
tions—if we aren’t getting ourselves into a rather ridiculous situation 
when after a hearing of this kind, where these percentages are exam- 
ined into, that we don’t sit down and provide that the procurement 
shall be—put in the 17 methods, and then say in all other instances it 
shall be after general advertising. 

Mr. Bannerman. Mr. Kilday, I don’t think so. I feel that it is 
useful to the Congress, to the public, and to us, to have a preference 
stated for formal advertising. This requires us to affirmatively sup- 
port each deviation from that preference. And this I think is the 
point to the GAO recommendation that I mentioned in the discussion 
with the chairman a little earlier. 

I don’t think you need to be alarmed at the percentage. There is 
probably nothing any of us can do about it. 

For instance, we find on going over these figures by commodities 
that taking only missiles, aircraft, and major electronic equipment, 
what I think almost anybody would agree can’t be bought by formal 
advertising—those three commodity groupings themselves account for 
over 63 percent of our dollars, just those three. 

This doesn’t take into account other factors, such as research and 
development contracts in other fields, big combat vessels, and other 
types of programs that we are in. 

I think that the extent to which we negotiate is a byproduct of 
what our mix is of the products that we are procuring in any given 
year. And there is not much you can do about it. 

I might add that clear back in 1949, the first year after the act was 
passed, the percentage of negotiated procurement was also very high, 
up above, as I recall it, 65 or 70 percent of the total. 
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Mr. Kizpay. That is all, Mr. Chairman. 

Mr. Vinson. Mr. Bates. 

Mr. Bates. Well, on that particular point, I think the point that 
Mr. Kilday makes is a valid point. 

Now, many, many years ago when this military complex was much 
more simple, the language of this law made sense. The language 
reads “Purchases and contracts for property or services covered by 
this chapter shall be made by formal advertising.” 

That made sense years ago. It doesn’t make sense to me to even 
have that in the law today. I think the recommendation of the a 
troller General, using the word “practical” makes sense. But to estab- 
lish a rule and live by the exception, as Mr. Kilda points out, to me 
is a ridiculous situation. And those words shouldn’t even be in the 
law. 

Mr. Vinson. Well, we are going to make them to apply to that 
language. They are going to make so many missiles and we developed 
already so many kind of missiles that there will be such a standard 
worked out it won’t be so hard in the future and where they won’t 
have to draw diagrams and advertising it. 

Mr. Bares. Exactly. And that is the reason I think this particular 
language here should be changed. 

Mr. Vinson. Well, you should agree it should stay there, because 
you can procure and advertise for them with accuracy because they 
are going to be so well acquainted with them. 

Mr. Bares. I am speaking today, and not tomorrow. 

Mr. Vinson. Now let me ask you this question. I am trying to keep 
my question strictly to the jurisdiction of your policy. 

Have you any regulations relating to the capital investment that 
the Government has in any plant with whom you may make a con- 
tract? Anything relating to the capital investment of the Govern- 
ment? That is, how much the Government has put in. 

Mr. Bannerman. We—— 

Mr. Vinson. The reason I asked that: My recollection is in the sub- 
committee, Mr. Bates and Mr. Hébert and Mr. Courtney and all—my 
recollection is that they developed that the Government had $850 
million invested in 19 aircraft companies, that the capital investment 
of the companies was around $200 million to $400 million. 

Now, do you have any regulations where the Government gets any 
return from its capital investment, whether it is in cost or any way 
that you deal with that question? Where is that question dealt with? 

Mr. BannerMAN. We have that question covered in two ways, Mr. 
Chairman. 

Mr. Vinson. Allright. Tell us. 

Mr. BannerMan. First, obviously, to the extent that the Govern- 
ment has put up facilities or other capital investment in these com- 
panies, the cost of those facilities or the depreciation of those facilities 
does not become a cost to the contractor, and hence is excluded from 
costing or pricing any of his contracts. With the result that there is 
to that extent a reduction in the contract prices that we make. 

Secondly, we have, as the Renegotiation Board also has, a provision 
in our profit policy which says that, when you are negotiating the 
profit, it is appropriate, on a particular contract, to consider the ex- 
tent of risk undertaken by the contractor, including the extent of his 
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own investment. And the other side of that, of course, is the Govern- 
ment’s investment in his plant and facilities. 
So that if he hasa heeny Government investment in that plant and 
] 


facilities, he would norma 
otherwise. 

Mr. Vinson. Then to sum up what you said, the only place the 
Government gets any consideration of its capital investment is before 
the Renegotiation Board ? 

Mr. Bannerman, No, sir. We get it by reduced prices and reduced 
profit rate. 

Mr. Bates. Reduced prices. 

Mr. Vinson. You get it by reduced profit. 

Mr. BanNERMAN. That is correct. 

Mr. Vinson. Reduced profit. 

Mr. BanneRMAN. That is correct. 

Mr. Vinson. Well, that is reduced cost, then. 

Mr. Bannerman. Well, we look at it in two ways, first, we eliminate 
any depreciation from the cost base of the contract, and also we 
would anticipate that a contractor who has substantial Government 
facilities thereby is incurring less risk of his own capital and earns 
a lower profit. 

Mr. Vinson. All right. 

We had instances where airplane companies, and now missile com- 
panies—where the Government has considerably over 75 percent of 
the capital investment. 

Now, if you make a contract with that company, you tell me that 
you get a reduced price on the article on account of the capital invest- 
ment ¢ 

Mr. Bannerman. Mr. Chairman, I would like to explain—— 

Mr. Vinson. Just answer that question. I can only think one way. 
My mind doesn’t follow in more than one path at a time. 

Mr. Bannerman. We get a lower price from that company than 
we would get from the same company if he had his own facilities, 
because he would be depreciating his own facilities and charging it 
as a cost against our contracts. He is not depreciating ours, 

Mr. Vinson. Now, that is—you say you do get it ? 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. Now, have you any comparison where the capital in- 
vestment would be in the other company; I mean the difference? 

Suppose I put up the capital investment and Mr. Bates and the 
Government put up the Government’s investment. And you say you 
would make a contract with Mr. Bates at less than you would make 
with them, because I was entitled to a return on my capital investment. 

Now, have you any statistics to prove the correctness of your state- 
ment ? 

Mr. Bannerman. Mr. Chairman, I don’t have any statistics. 

Mr. Vinson. Of course you don’t. 

Mr. Bannerman. I would like to say this additional thing, though, 
that you are now posing a situation where there would be competition 
as between one company that had Government-owned facilities and 
another company that did not. 

Our regulations are very specific, to require in competitive situa- 
tions the equalization of competition as between those two companies. 


y earn a lower rate of profit than he would 
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This can be done by either of two ways, and that is either by charg- 
ing rent for the use of those Government facilities when they are used 
in a competitive situation or by evaluating the competitive quotations 
in such a way that we add to the price of the company who has the 
Government facilities an amount equal to what the rent would be. 
This is spelled out. 

Mr. Vinson, Then put it this way. I want the record to show all 
these things. 

Then you do say that the Government does get an accounting in the 
price on its capital investment. 

Mr. Bannerman. That is correct, Mr. Chairman. 

Mr. Vinson. And that is always taken into consideration ? 

Mr. BannerMan. That is correct. 

Mr. Vinson. If that be true, then the Government would hardly 
have enough money to buy it, if the companies put in all the capital 
investment itself. Because the price is so high now, even though 
getting that credit, that we could louie afford these missiles, that are 
costing $10 million and $8 million and $6 million per missile. 

I am just wondering what it would cost if the companies put in the 
money themselves. 

Now let me get this off now. I want to get on this. 

Now, Mr. Secretary, I want to compliment you on your statement. 
I am not going to ask any more questions on that right now. But 
you do recognize the validity of the criticism of the Comptroller. 
And you make reference to the modifications on your subcontracting 
policies and procedures. 

Mr. Bates, (aside to the chairman.) 

Mr. Vinson. Mr. Bray, you wanted to ask a question ? 

Mr. Bray. Well, yes; I did. 

I wanted to pursue the matter of advertising which you mentioned, 
but did not go into in detail. 

Because I have heard some rather serious criticism of advertising. 

Now, you said—for instance, let’s get to something specific, and 
that is on a missile. Let’s say the Bomarc missile, because it has been 
mentioned somewhat recently. 

So these remarks don’t specifically apply to Bomare, but merely to 
make a hypothetical case. . 

Say that their company put a full page, or a double page ad in the 
Air Force magazine, or in Aviation or Rockets and Missiles. Now, 
are they entitled, for that pay, on their costs? 

Secretary LeBoutitumr. That is one of the costs computed under 
the cost principles. 

Mr. Bray. What is that? 

Secretary LeBouriurer. That is one of the costs which we allow 
in our cost principles if they are trade or technical journals. 

Mr. Bray. I thought you said you allowed scientific—— 

Mr. BannerMAN. Trade or technical. 

Mr, Bray. Advertising in scientific magazines. 

Secretary LeBoutmiier. The fact is that an ad which appears in 
a scientific or trade magazine, whether or not the ad itself is scientific, 
is allowable. 

Mr. Bannerman. I would like to supplement that for a minute— 
if I may, Mr. Bray? 
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We do allow advertising in trade or technical journals, as distin- 
guished from journals of general circulation. And I think an ad of 
the type that you mentioned might be an allowable cost, if that ad 
appears in a trade or technical journal. 

Mr. Bray. Well, I don’t imagine what do you call those trade or 
technical journals. 

Mr. Bannerman. I am not prepared to answer that, Mr. Bray. I 
would have to check what our record has been. I don’t know. 

Mr. Bray. I frankly have heard this severely criticized. 

Some time ago a certain sales pitch was made, by a certain one. 
And I got to the place I received several letters and even some tele- 
phone calls about its importance. 

Well, the matters that they were stating in the advertisement were 
absolutely false, and yet they were pitched to such a degree that the 
general public—I don’t know how many more had that experience. 
But I did, and I expect the others did, at least some others did, too. 

I wondered whether the Government is paying for false advertis- 
ing, to bring pressure to sell something that is not as represented. 

I think it is a very serious thing, and I think you should look into 
it pretty carefully. 

And furthermore, only one person would buy a Bomarc missile, 
isn’t that right? I mean, they don’t sell them in Woolworth’s 5- and 
10-cent store. 

Mr. Bannerman. That is correct. 

Mr. Bray. That is only the United States. 

And what is the purpose for you to pay thousands of dollars for an 
ad to sell the U.S. Government ? 

Mr. Bannerman. You understand, Mr. Bray, if that ad appears in 
a magazine of general circulation, we would not allow it. 

Mr. Bray. Well, I have seen their ads, certain ads—being specific 
as to the article, in trade magazines. 

I guess you would say Rockets and Missiles would be a trade maga- 
zine? I would think that it was. And I saw it also in the Saturday 
Evening Post, Life magazine and Look magazine. 

Mr. Bannerman. I think we see it every week 

Mr. Bray. But I am not naive enough to believe that they are 
spending money for a double spread in the Saturday Evening Post 
without expecting in some way to get their money back. 

Mr. Bannerman. Obviously, if they are doing business, where a 
high percentage of their business is in the commercial world, we have 
no control over how they might allocate this to their commercial 
customers. 

But we do not allow it as a cost under the circumstances you 
described. 

Mr. Bray. All right. Let’s say Bomarc, again—it is purely hypo- 
thetical. But let’s say they put a $5,000 ad in one of the Nation’s 
largest magazines or papers. Then that does—on the advertising, it 
is accounted for in their income tax, if that is allowed. And then it 
does come back to the Government in the end, indirectly, doesn’t it ? 

. Mr. Bannerman. I think there is no question but what such an ad 
would be a tax deduction. 
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Mr. Bray. All right, then. In the matter of profit that they show, 
and the renegotiation on the matter of excessive profit, in the end the 
Government does pay the bill, don’t they—a part of it? 

Mr. Bannerman. Perhaps 50 percent of it in the tax deduction. 

Mr. Bray. So they are paying at least 50 percent, and on something 
entirely aside from technical magazines ? 

Mr. Bannerman. That is correct. 

Mr. Bray. I am not against advertising. And I am not going to 
pursue this a great deal. 

I think it is a very fine thing. But when advertising is plainly 
gaged to sell the Government on a matter, and especially when it states 
things that plainly are not true, now that doesn’t usually happen. And 
I have one specific matter in mind. On the whole I think it is pretty 
high-level. I think you owe a duty, and a very strong duty. And if 
you don’t do it by administration, I think there ought to be legislation, 
I mean to see that the taxpayer in America does not pay to have 
somebody to gyp—it is easy enough to get gypped without paying 
special for it. 

That is all. I-won’t pursue it any further. 

Mr. Vinson. Now from the witnesses, I want to clear up your 
answer to my question with reference to capital investment. 

Now you stated, in awarding the contract, that where capital invest- 
ment was made by the Government, that the contract was awarded 
at a lower figure than if the capital investment had been furnished by 
the corporation ? 

Mr. BannerMAN. As a summarization, I think that is correct, Mr. 
Chairman. 

Mr. Vinson. Then, I am wondering, how then, they could ever 
award a contract to a company that makes all of its capital imvest- 
ment. Because it is bound to be much higher than the other company. 

Mr. BannerMAn. Mr. Chairman, if there is a question of competi- 
tion 

Mr. Vinson. What? 

Mr. Bannerman. If there is a question of competition as between 
two companies, one of which provides its own capital investment and 
the other of which does not, we have provisions for equalizing the 
competitive situation as between those two to assure that the company 
that has the Government investmént does not have a competitive 
advantage. 

I can refer you, or the staff, to paragraph 13-407 of the Armed 
Services Procurement Regulations which covers this point. 

Mr. Vinson. Now to go a little bit further along. 

Now, Mr. Secretary, I want to talk about incentive contracts. 

Secretary LeBouritiier. Yes, sir. 

Mr. Vinson. I have been studying it for some time. Of course, I 
know that last year the Ways and Means Committee had a bill before 
it that specifically dealt with incentive contracts. But in some way, 
somehow or another, they got rid of it. Because it didn’t get on the 
statute books. uae tT 

I want to talk about it. 

(Mr. Kilday aside.) 
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Mr. Vinson. Now, Mr. Secretary, this is my question. I am con- 
cerned about these incentive contracts. 

On Monday I made a statement to the members of the subcommit- 
tee that the purpose of the incentive contract is to induce the con- 


tractor to produce a lower cost product, that before it can be used the : 
military department must find that it is a form of contract likely to | 


be less costly to the Government. 

Was I correct in making that statement ? 

Secretary LeBouriiurmr. Yes, sir. 

Mr. Vinson. To the subcommittee members? 

Secretary LeBourmumr. Yes, sir. 

Mr. Vinson. Allright. Now the next question is: What is the proce- 
dure followed by the military department, insuring that an incentive 
contract will be less costly to the Government—that lower actual costs 
were achieved by the contractor and passed on to the Government ? 

Now we would like to know how that is done. 

Mr, Bannerman. Mr. Chairman, there is no procedure for trailing 
one of these contracts to its conclusion and proving the point that you 
have just mentioned. This would be impossible, because you have 
nothing to compare it against. ; 

The same finding is required, as you know, with respect to a cost- 
plus-fixed-fee contract. Loe tusts a 

The procedure that we have is simply a determination in advance 
of the contract by the contracting officer of this point, that it is likely 
to be of lower cost, with such determination including reasons for 
believing so. That is the decision. 

Mr. Vinson. Then, you merely conclude from the facts that you 
have that it will be less costly to the Government ? 

Mr. BanneRMAN. “Likely” to be less costly. 

Mr. Vinson. What? 

Mr. Bannerman. “Likely” to be less costly. 

Mr. Vinson. “Likely” to be less costly—yes, that is the proper 
word, “likely”. 

Likely to be less costly to the Government than any other type of 
contract. 

Mr. Bannerman. That is correct, Mr. Chairman. 

Mr. Lanxrorp. Excuse me. 

I wanted to ask a question along those lines, of the statement that 
the Secretary made. 

The possibility of contractors inflating their cost estimates is no greater 
under incentive contracts than under any other type of contract. 

I would like to know the basis of your statement to that effect, sir. 

Secretary LeBouttiirer. Well, in the past it has been thought that 
the contractor would build up his costs so he could then show more 
efficiency and of course get a bonus for knocking down. 

_ Mr. Lanxrorp. That is exactly the thought that is going through 
my mind. 

Secretary LeBourmirer. We don’t believe that this is necessarily 
true, because it is all a matter of your contracting officer’s ability and 
your auditors, and so forth, under our regulations, to get into these 
costs. He is no freer to do it there than under any. other type of 

contract. 
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Mr. Bannerman. Mr. Lankford, the incentive contract has the 
problem that you mentioned. But so does practically every other 
kind of contract we make. 

Mr. Rivers. It has more than any other contract, has it not? 

Mr. BannerMan. No, Mr. Rivers, I don’t think it does. For in- 
stance, I don’t think there is as much incentive to inflate cost esti- 
mates in an incentive contract as there is, for instance, in a fixed 
price contract—firm fixed price. 

Mr. Vinson. It is nearly 12 o’clock. This is a very important sub- 
ject. Iam going to ask that we take a recess in a few minutes. 

When did we start on the incentive contracts? When did that grow 
up* 

"ae. BaNNERMAN. During World War II. 

Mr. Vinson. World War II. Then it was brought into effect at 
that time? 

Mr. BaAnNnERMAN. That is correct. 

Mr. Vinson. And you haven’t any statistics to show that in all these 
incentive contracts that you have been letting since that time, that 
they have actually brought about a Government saving; have you? 

Mr. BANNERMAN. Well, you can see the results in terms of 

Mr. Vinson. Now, have you any statistics to show—here is an in- 
centive contract, and it is based upon the fundamental principle 
that it is going to be less costly to the Government. Have you sta- 
tistics showing that by this type of contract the Government saved 
money ? 

Mr. BANNERMAN. We can show, Mr. Chairman, over the total of 
our incentive contracts, that on the average the final price—total 
price—to the Government is lower than it would have been had 
those same contracts been made at the same target price on a firm, 
fixed-price basis. 

Mr. Vinson. All right. I think you better bring them up here. 
I want to go into this fully tomorrow. 

Mr. Morris. Mr. Chairman, just before 

Mr. Vinson. Wait now. It is 12 o’clock. 

Mr. Morris. Well, will these gentlemen be back ? 

Mr. Vinson. Oh, yes; I am going to respectfully request all the 
witnesses—these from the Defense Department, plus Secretary John- 
son and the Army—whoever is the next witness—all be back here 
tomorrow morning at 10 o’clock. 

Because we have to do our part of it. We have to write a report. 
We are not critical. We are just trying to explore these things and 
find out what is the proper thing to suggest to the House and to the 
committee—we are compelled to do this. We just got to do this job. 

And thank you, gentlemen. Be back here—all the witnesses— 
tomorrow morning at 10 o’clock. 

(Whereupon, at 12 noon, the committee adjourned, to reconvene 
at 10 a.m., Thursday, April 28, 1960.) 
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THURSDAY, APRIL 28, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SpPEcIAL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 

The subcommittee met at 10:05 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. Now, let the committee come to order. 

Now, Mr. Secretary, yesterday, when we recessed, I had just opened 
an inquiry in regard to a line of questioning I had prepared, which I 
gave to your assistant, Mr. Bannerman, and I want to propound 
these questions. I believe I will start all over. 

Mr. Secretary, I am concerned about these incentive contracts. 

Now, in that connection, it was stated yesterday that the incentive 
contract came into being during World War IT; is that correct ? 

Secretary LeBourtuxier. I believe so. 

Mr. Vinson. Now, who originated this type of contract? Was it 
the outgrowth of a study by the Department, by your Office, or any of 
the Department procurement agencies, or did it originate in the fertile 
mind of some contractor who was selling something to the Govern- 
ment ? 

Secretary LeBourtituer. I will ask Mr. Bannerman to answer that. 

Mr. Bannerman. Mr. Chairman, it is my understanding and recol- 
lection that this type of contract originated in the minds of people 
then administering contracts in the Department of the Navy, as a 
means of accommodating a rather particular pricing problem. 

Mr. Vinson. Then, the Navy will have the credit as well as the dis- 
tinction of having originated this idea of contracting. 

Mr. Bannerman. I think that is correct, Mr. Chairman. 

Mr. Vinson. All right. 

Now, on Monday I made a statement to the members of the subcom- 
mittee that the purpose of the incentive contract is to induce the con- 
tractor to produce a lower cost product; that before it can be used, the 
military department must find that it is a form of contract likely to 
be less costly to the Government. 

Now, Mr. Secretary, the question is: Have I diagnosed the incentive- 
type contract correctly ? 

Secretary LeBoutitirer. You have, sir. 

Mr. Vinson. All right. 
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Now, the next question : What is the procedure followed by the mili- 
tary department showing that an incentive contract will be less costly 
to the Government ? 

Secretary LeBourituier. Do you want to answer that ? 

Mr. Vinson. Some of you answer that. 

Mr. BannerMAN. Mr. Chairman, there is almost no way that you 
can show that a particular contract, in retrospect, was less costly than 
some other contract which you in fact didn’t make. You have nothing 
to compare it to. 

The statutory requirement is that we determine in advance that it 
is likely to be less costly. This sort of determination is made by our 
contracting officers pursuant to law, in writing, and the facts on which 
they base it are part of the record. It is usually based on the fact 
that we can see some possibilities for cost savings in the performance 
of extended production contracts that we want to have come back in 
part to the Government, if they occur. That is the basis for the 
finding. 

Me Vinal Then you have no statistics to prove to a mathematical 
certainty that any of these incentive contracts have brought about a 
lower-cost product ? 

Mr. Bannerman. Mr. Chairman, when we negotiate an incentive 
contract, we are in essence, at the outset, negotiating a target price, 
target cost, and target profit. 

Now, that target is based upon the best estimates that we can obtain 
at that time and the best Government analysis of those estimates, based 
sometimes on audit. 

Those are the same facts which we would have available to us if 
we were going to negotiate a fixed-price contract. And if we did 
negotiate a fixed-price contract, it would probably be at that same 
target price. 

Now, in practice, over the total of all incentive contracts over the 
years, our statistical experience has been that there is considerable 
saving under the target prices. 

I think it is therefore safe to assume that we had we made fixed- 
Hee contracts, the ultimate cost to the Government would have been 

igher. 

Mr. Bates. Mr. Chairman. 

How can you say that when you really don’t know ? 

Now, these incentive-type contracts are subject to renegotiation. 
And you have no idea in the world what the final cost to the Govern- 
ment is on a particular contract, when there are other Government 
contracts involved with the same company during the same year. 
Isn’t that correct ? 

Mr. BANNERMAN. What you say about renegotiation is correct, but 
we have other sources of information. 

For instance, on an incentive contract, one of the features of that 
contract is that we must negotiate a final price at the conclusion of the 
contract. So we know and from our own records—not the Renego- 
tiation Board records—what the final cost and pricing was, under in- 
centive contracts. 

Mr. Bares. But that is all subject to change, is it not, by renegotia- 
tion ? 





rec 
ing 
the 


col 
bu 
res 
the 


meé 


to 


rt Ss Fe 


Ore @Oectrre 3 


| al 


aS OS we mead 


— 








PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 207 


Mr. BannerMAN. Not on a contract-by-contract basis, Mr. Bates. 
We price these contracts contract-by-contract. The Renegotiation. 
Board does not, as I am sure you know. 

Mr. Bares. Precisely. So if we are talking eventually as to the cost 
to the Government, we don’t know whether we will save money by hav- 
ing an incentive-type contract or whether it would have been different 
had it been a fixed-price contract, because we don’t, finally, 2 or 3 years 
later, know what the specific cost of that contract was to the U.S. 
Government. 

Mr. BanNERMAN. We know that cost, Mr. Bates, prior to renegotia- 
tion. We can’t, of course, tell what the Renegotiation Board may do 
with it, but we know the price prior to renegotiation. 

Mr. Bares. The ultimate cost to the Government is not resolved 
until such time as renegotiation hastaken place. That is the final cost. 
That is when the final adjustment is made. 

Mr. Bannerman. Mr. Bates, you can’t relate reneogtiation recov- 
eries to individual contracts. 

Mr. Bares. No. 

Mr. BaNNERMAN. We price contracts, as you know. We do so for 
a variety of reasons. One of the reasons is that recoveries that the 
Renegotation Board makes don’t come back to our appropriation, and 
we would be wasting our appropriations unless we ignored renegotia- 
tion in our pricing. We do have final costs on our pricing. 

Mr. Bares. As far as you are concerned, that might be true, but as 
far as the U.S. taxpayer is concerned, there certainly is a definite rela- 
tionship between the cost of that contract and what the ultimate 
reneogtiation is. 

Asa matter of fact, that is the only basis upon which it can be deter- 
mined. Your costs are all preliminaries, and you don’t know what the 
tab is until such time as the recoveries have been made. Yours is all 
tentative. 

Mr. Bannerman. Mr. Bates, you cannot relate renegotiation board 
recoveries to individual contracts. If you are talking about the pric- 
ing of contracts, you have to talk about the pricing that is done in 
the Department of Defense. The renegotiation board does not price 
contracts, and their recoveries are not related to individual contracts 
but to the contractor’s annual business. Their recoveries, in this 
respect, are like taxes on the annual business. They do not relate to 
the pricing of contracts. 

Mr. Bares. Well, I understand that. But my point is that ulti- 
mately that contractor receives a certain amount of money for a job 
which was done. 

Mr. Bannerman. Not for specific contracts. 

Mr. Bates. For the overall. 

Mr. Bannerman. Well, all right. 

Mr. Bares. For the total. 

Mr. BanNerMAN. For the total of all of his renegotiable business. 

Mr. Bates. mpgs 

Mr. Bannerman. That is right. 

= Bares. And all of these individual contracts are a part of that 
total. 
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Mr. Bannerman. But the recoveries that they make cannot be 
attributed to individual contracts. 

oi Bates. They cannot be earmarked, but they are a part of the 
whole. 

Mr. Bannerman. That is correct. 

Mr. Bares. And therefore, your figure that you determine is not 
the accurate figure, but it is the sum-total of the later figure that 
reflects the actual cost to the Government. Yours can be overturned. 
You don’t know where, or how, or how much, but the figure that you 
set forth as your final pricing is not actually the price that the tax- 
payers of this country are going to pay on that contract. Now, this 
is not semantics. I am talking dollars and cents. 

The fact is, you don’t know what a final cost is of a contract be- 
cause you don’t know what the recoveries are. 

Mr. Bannerman. What you say, in the sense that you say it, Mr. 
Bates, is exactly correct. 

Mr. Bates. Of course it is correct. 

Mr. Bannerman. I would like to point out that this doesn’t in any 
way relieve us of responsibility of doing an accurate pricing job on 
individual contracts. And I would also like to point out another 
thing, if I may, Mr. Chairman, and that is that the actual recoveries 
by the renegotiation board, while they represent a rather substantial 
number of dollars in anybody’s book, nevertheless are a very, very 
small portion of the profits that are earned by our contractors. There 
are relatively few contractors against whom any renegotiation recov- 
eries are made. 

I would like to point out, if I may, Mr. Chairman, some recent 
statistics that we have obtained. I have it right here. 

This is the trend in the profits before taxes and before renegotia- 
~ cig the total of renegotiable business reported to the renegotiation 

oard. 

We have extracted these figures from their annual reports. 

I know that the committee would want to verify these by discus- 
sions with the board, itself. But nevertheless we have extracted these 
from their reports. 

In 1956, fiscal year 1956, on $29.8 billion worth of reported renegoti- 
able business, the average profit overall, before taxes and before re- 
negotiation, was 6.3 percent; in 1957, that figure had dropped to 5.7 
percent; in 1958, it was 4.8 percent; and in 1959, it was 4 percent. 

That is 4 percent on $27.5 billion worth of business, in 1959, be- 
fore taxes and before renegotiation. 

Now, I think anybody would agree that there is not likely to be 
too much recovery from that kind of a profit. 

Mr. Bates. No. When we got into the aircraft industries—I think 
the counsel here who started this matter—some of them had 1 per- 
cent, some of them had 2 percent, and some of them had 3 percent 
after taxes, and after renegotiation; is that correct? 

Mr. Courtney. On sales, yes. 

Mr. Bates. Yes. 

Mr. Bannerman. That is what I am talking about. 

Mr. Vinson. On sales. 

Mr, Bannerman. That is correct. But my figures were before 
taxes and before renegotiation. 
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Mr. Vinson. All right. 

Now, let me get back. 

Now, following somewhat along the line of questioning by Mr. 
Bates, you say you make the incentive contract because, from your 
examination and based on the target price, there is likely to be a less 
cost to the Government ? 

Mr. Bannerman. That is correct, Mr. Chairman. 

Mr. Vinson. But you have no evidence to prove that on any par- 
ticular contract, an incentive contract; your judgment was correct 
or incorrect ? 

Mr. BanneRMAN. We know only the statistical result; Mr. Chair- 
man, that on the average, these contracts have resulted in lower final 
prices to the Government, prior to renegotiation, than would have re- 
sulted had we made them on the same basis, on a fixed-price basis, at 
the outset. 

Mr. Vinson. That calls to my mind: What type of contract would 
you use if you had not inaugurated the incentive-type contract? For 
the same article, now. 

Mr. BanNERMAN. It is not possible to answer that exactly. It 
would have been either a fixed-price contract or a cost-type contract, 
depending upon the extent of development, engineering change, and 
that sort of thing, that enters into the product. 

I would like to point out. 

Mr. Vinson. Well, now, I want to get—if you can answer it—what 
type of contract would you have used if the Navy had not thought up 
an incentive-type contract ? 

Mr. BANNERMAN. Well, most of these incentive contracts involve 
the production of supplies and a production run that is fairly substan- 
tial in length. I would say that we would probably be using either a 
firm fixed-price or a fixed-price redeterminable contract in most cases. 
I could think of some that conceivably would be on a cost-plus-fixed- 
fee basis, but the majority of them, I think, would be either firm fixed- 
price or fixed-price redeterminable. 

Mr. Vinson. Would you get the same cost for the product by that 
type of contract that you would get under the incentive-type contract? 

Mr. Bannerman. I think it is safe to say, Mr. Chairman, that we 
have concluded that on an incentive contract we are likely to get less 
cost than we would get on a firm fixed-price contract. 

- ae Vinson. Yes, but you are so uncertain, by using the word 
ikely.” 

Mr 1 BANNERMAN. That is what the law uses, Mr. Chairman. 

Mr. Vinson. Just like my using the words “my hopes.” I have no 
conclusions that my hopes are going to be borne out. 

You do not have any assurance—you can’t submit any statistics to 
say that the incentive-type contract has been bringing a lower cost 
article to the Government, than you could obtain through making 
these other two type contracts? 

ay BANNERMAN. I have stated the only statistics we have on that 
subject. 

Mr. Rivers. Mr. Chairman, would you yield there? 

Mr. Vinson. Yes, sir. 

Mr. Rivers. Aren’t both types of contracts, Mr. Secretary, subject 
to the jurisdiction of the Renegotiation Board ? 
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Mr. BANNERMAN. Yes, sir. 

Secretary LeBourtiurer. Yes, sir. 

Mr. Rivers. Regardless how they are awarded ? 

Mr. Bannerman, That is correct. 

Mr. Rivers. And couldn’t the animus pervade the Department that 
what mistakes we make, either the Renegotiation Board will catch the 
mistake or the Comptroller General? Haven’t people been accus- 
tomed to doing that in the military ? 

Mr, Bannerman. Mr. Rivers, I have heard that said with respect 
to the Renegotiation Board. 

Mr. Rivers. Yes. 

Mr. Bannerman. The Comptroller General, in our negotiated con- 
tracts, has the authority only to report on what they find. There is no 
recovery that they can order. 

Mr. Rivers. No what ? 

Mr. Bannerman. No recovery of price that they can order on our 
negotiated contracts. 

Mr. Rivers. They can have a contract voided, though, can’t they ? 

Mr. Bannerman. They can if they find that it is illegal. I don’t 
think there is any question of illegality involved in these problems. 

Mr. Rivers. They proceed on illegality ? 

Mr. Bannerman. That is correct. 

Mr. Rivers. And then report them ? 

Mr. BannerMAN. That is correct. 

Mr. Rivers. I see. 

Mr. Vinson. Now, is it incumbent upon you to reach a decision and 
conclusion before you make an incentive-type contract that the article 
will be less costly to the Government? Isn’t that a finding that you 
must make before you are authorized by the law or by statute to enter 
into this type of contract ? 

Mr. Bannerman. That is correct, Mr, Chairman, that it is likely 
to be less costly. And that is the reason we enter into these contracts 
very selectively. 

Mr. Vinson. Yes. But, nevertheless, as far as volume is concerned 
and dollars are concerned, it amounts to a great deal, does it not? 

Mr. BanNERMAN. Well, it amounts to a great deal of money, ob- 
viously, but a good deal less than we have in either cost reimbursement 
or firm fixed-price contracts. 

Mr. Vinson. Then why is it the Army does not use this contract, if 
it has such great advantage? Their statement I read, which will be 
submitted to the committee in a few minutes by Mr. Johnson or his 
assistants, was that the Army did not use the incentive-type contract 
very much. I don’t think they used it at all. 

Now, why is that, if it is such a good contract ? 

Mr. Bannerman. Mr. Chairman, there is nothing magic about an in- 
centive-type contract or any other type of contract. They have to be 
used selectively in connection with the things that you are buying. 

Now, the incentive contract was developed predominantly to take 
care of a situation where you are buying a relatively newly developed 
military item, with an extended production run, so that you have an 
opportunity for the incentives to produce the savings on the pro- 
duction line that it is designed to accommodate. 
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This was found in both the Navy and the Air Force to be peculiarly 
applicable to the aircraft industry. And it has been used pre- 
dominantly with or in the purchase of aircraft. 

Now, this is the reason, I assume, that the Army has not found much 
use for it, or perhaps any use for it. 

Mr. Vinson. All right. Now, you said there is nothing magical 
about the incentive contract. 

Then I am at a loss to understand why all the aircraft industry 
was trying to have it separately considered by the Renegotiation 
Board when they were appearing before the Ways and Means Com- 
mittee. 

As a matter of fact, the bill that was introduced—it passed through 
the House—it was dealt with in a separate fashion from that of the 
other contracts. So therefore, there must be something magical about 
the incentive-type contract. And, as you say, the reason the Army 
does not use it is because it is applicable and being used only in the 
aircraft industry. 

Mr. Bannerman. Predominantly. 

Mr. Vinson. To a large extent. But that is where the big 
money goes. 

Mr. BannerMan. I think the figures that you have, Mr. Chair- 
man, show that approximately 13 percent of our procurement is in 
incentive-type contracts. I guess it runs to 18 percent when you 
use cost-plus-incentive-fee contracts. 

Mr. Vinson. I had this: 15.3 percent of the defense dollars are 
obligated under these contracts, and they account for only 5.4 percent 
of procurement actions. 

Isn’t this another way of saying that the large defense contrac- 
tors, such as, for example, Boeing, Martin, North American, and 
others, the old plane manufacturers and now the missile manufac- 
turers, are the only ones who enjoy this incentive-type contract? 

Mr. Bannerman. Mr. Chairman, I think, as I said before, that the 
predominance is in that industry, but it is not exclusively used in 
that industry. 

Actually, in that industry, as a trend in recent years, we have been 
using a far higher percentage than I, for one, like to see, of cost- 
plus-fixed-fee contracts. This is brought about by virtue of the vastly 
changing and advancing nature of the technology. 

We have, as I think these figures show, something in the neighbor- 
hood of 40 percent of all of our contracts that are now going into 
cost plus fixed fee. 

Mr. Vinson. Now, get back to the record, so I can make a little 
note of it here. 

What type contract would you use if you were not using the incen- 
tive-type contract to produce the same article ? 

Now, state that again. I didn’t follow you just a while ago. 

Mr. Bannerman. I would say, Mr. Chairman, that if we did not 
have an incentive-type contract, we would use in most cases either 
a firm fixed-price or a fixed-price redeterminable. There would 
undoubtedly be some cases, although I would assume they would be 
relatively few, where we would use a cost-plus-fixed-fee contract. 

Mr. Vinson. Now, would the end result be the same if you used 
these firm fixed-price or a firm redeterminable contract? 
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Mr. Bannerman. No, sir. 
Mr. Vinson. The end result would not be the same ? 
Mr. Bannerman. No, sir. 

Mr. Vinson. What would be the difference? Would the article 
cost more under those types of contracts than it would under an in- 
centive- -type contract, when you are only hoping or expecting or 
antiopating a reduced cost or profit under an incentive- -type con- 
tract ¢ 

Mr. Bannerman. Mr. Chairman, we obviously cannot provide you 
with detailed results on individual contracts as to what would have 
happened had we made the contract some other way. 

Mr. Vinson. That is right. 

Mr. Bannerman. However, we can say—and I think I may be 
getting repetitious on this—that if we made a firm fixed-price con- 
tract rather than an incentive contract in a given case, the fixed-price 
would, I would assume in almost all cases, ‘be identical to the target 
price in the incentive contract. 

Now, on the average, we are buying under incentive contracts— 
the final price under incentive contracts is lower than the target. 

Mr. Vinson. Now, wouldn’t you have the same cost accounting 
and wouldn’t you have the same ‘knowledge of cost and all of the in- 
formation on a fixed-price contract or a redeterminable contract that 
you have when you enter into an incentive-type contract? 

Mr. BanneRMAN. You would have the same information, Mr. 
Chairman, but the results would be different in the administration 
and run-out of the contract. 

In an incentive contract, if there are cost savings made by the con- 
tractor during the course ‘of performance of that contract, the pre- 
ponderance of those cost savings come back to the Gov ernment in the 
form of a reduced price. 

On the other hand, in a firm fixed-price contract, if there are cost 
savings, and there are many times, those savings come to the con- 
tractor exclusively in terms of an increased profit. 

Mr. Vinson. Well, now, if what you say is sound and correct, do 
you not work your. self around to the position where the main type of 
contract that should be made, then, is an incentive-type contract? 
Because you say that the end result would be different between the 
other two type contracts. Therefore, an incentive-type contract is 
the one that creates and produces the cheaper article. 

Mr. Bannerman. Mr. Chairman, I think we need to get into the 
record this kind of an analysis, so that it will be firmly understood. 

A cost-type contract, a cost reimbursement, a cost-plus-fixed-fee 
contract, on the one hand, at one end of the spectr um, provides prob- 
ably the least incentive for cost reduction. 

On a cost-type contract you have what amounts to an incentive 
contract, with a 100 percent-zero sharing. In other words, all of the 
risk and all of the rewards—risk for cost overrun and reward for cost 
underruns—are on the Government, in a cost-type contract. It is a 
100-zero share. 

On the other hand, at the other end of the spectrum, you have a firm 
fixed-price contract. In a fixed-price contract, 100 percent of the 
risk and 100 percent of the reward is on the contractor. 

Now, an incentive contract is simply one that is in between these 
two—80-20 usually, where 80 percent of the risk is on the Govern- 
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ment and 20 percent on the contractor. So if costs are underrun, why 
the Government recovers, by way of a reduced price. If costs are 
overrun, the contractor gets a reduced profit and the Government pays 
part of the overrun. So you have this whole spectrum to consider. 

Mr. LAnKrorp. Excuse me, Mr. Chairman. 

Mr. Vinson. Go ahead. 

Mr. Lanxrorp. If there is an overrun over the target price, the 
Government pays that overrun? On an incentive-type contract? 

Mr. Bannerman. The Government pays a share of it, Mr. Lank- 
ford, up to the ceiling. 

For instance, if there is a cost overrun, the contractor’s target profit 
is reduced by 20 percent, if it is an 80-20 share, of the amount of the 
cost overrun. The Government pays the other 80 percent of those 
costs, up to the target ceiling. Up to the contract ceiling. 

Mr. Lanxrorp. This brings me back to the question that I asked 
yesterday. 

The Secretary said in his statement that there is no more chance of 
a higher target price, or padding the target price, in an incentive-type 
contract than in any other type contract. 

I want to know why this is true, particularly in view of the fact 
that the contractor has everything to gain and nothing to lose, or 
very little to lose by having his target price high. 

Mr. Bannerman. Mr. Lankford, the necessity for getting close con- 
tract pricing at the outset exists in practically every kind of contract 
we make. The possibilities, or the results of bad estimating result in 
greater profit under fixed-price contracts than any other kind. In 
other words, if our estimating is bad and the result is that actual final 
costs are under, way under, the estimates for reasons other than econ- 
omy or efficiency, all of that extra profit goes to the contractor. 

Mr. Lanxrorp. That is right. 

Mr. BannerMan. In the incentive contract, only a small portion 
of it goes to him. The balance comes back to the Government. 

Mr. Lanxrorp. Well, wouldn’t that be even more reason for him to 
try to make the target price as high as possible? 

Mr. Bannerman. There is a basic incentive in any kind of con- 
tracting for a contractor to try to make his original estimates high. 
This is part of the motivation. This is what we are combating all 
day every day. This is true even in cost-plus-fixed-fee contracts. 

For instance, if we make a cost-plus-fixed-fee contract, based upon 
an estimated cost of $1 million with a fee, say, $70,000, or 7 percent, 
and it turns out that the final costs are only half a million dollars, this 
contractor will have made a 14 percent profit. 

Mr. Vinson. Now, Mr. Bannerman, I gave you a line of questions, 
I am not going to trespass on the committee. I thought these ques- 
tions out. You put your answers to those questions in the record. 

Mr. BANNERMAN. Yes, sir. 

(The questions and answers are as follows:) 

“Now, Mr. Secretary, on pages 6 and 7 of your statement you spoke about the 
four types of fixed-price contracts. You stated that the chances for ‘windfall’ 
profits under a fixed-price incentive contract are less than under a firm fixed-price 
contract.” 

Question 1. “I think the members of the subcommittee are most interested in 
your statement about ‘windfall’ profits. What do you mean by that?” 


Answer 1. By “windfall” profits, we refer to the extra profit which would 
accrue to a contractor were the target costs and prices negotiated unreasonably 
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high as distinguished from the increased profit that accrues because of a con- 
tractor’s efficiency and economy in reducing performance costs below reasonable 
target costs and prices. “Windfall” profits would result if the estimating and 
pricing were poor in negotiating the targets. 

The reason that the chances for ‘windfall’ profits are less under an incentive 
type contract than under a firm fixed price contract is simply because the con- 
tractor retains all the difference between target and actual costs under firm 
fixed-price contracts but, under incentive contracts, he only shares—the usual 
split being 20 percent contractor and 80 percent Government—in the savings 
between target and actual costs. 

Question 2. “How are such profits possible?” 

Answer 2. See answer 1. 

Question 3. “Aren’t the Government’s contracting officials and procedures 
adequate to prevent such profits?” 

Answer 3. The GAO reports made in the last year demonstrated two areas 
where our regulations needed further strengthening. As testified, these areas 
were (1) pricing data being furnished by offerors or contractors which were 
not current, complete, or accurate; and (2) the pricing of subcontracts. We 
have tightened up our regulations in these two areas and believe that our pro- 
cedures and contracting personnel are certainly adequate to negotiate reasonable 
costs and prices. 

Question 4. “If our officials and procedures are adequate to do the job, how is 
is possible for the contractor to inflate his cost estimates?” 

Answer 4. It is always possible for a contractor or offeror to inflate his cost 
estimates in his proposal. The real question is how is the Government to know 
the estimate is inflated so that realistic costs and prices are negotiated. We 
meet this problem by requiring current, complete, and accurate cost and pricing 
data of the prime contractor, requiring the prime to obtain and utilize the same 
quality of information from his proposed subcontractors, by reviewing the pur- 
chasing systems of proposed prime contractors, by approving subcontracts, by 
use of cost analysis and price analysis, and by use of our audit services. 

“Mr. Secretary, on page 7 of your statement, you say that in fiscal 1959, fixed- 
price incentive contracts accounted for 15.3 percent of our dollars and cost-plus 
incentive contracts accounted for 3.2 percent of our dollars. That makes a total 
of 1814 percent of our dollars for procurement under incentive contracts—more 
than $4%% billion, which you will agree is a lot of money.” 

Question 1. ‘Now, why is it necessary to have to offer a special inducement in 
the form of an incentive profit when we are spending that much money?” 

Answer 1. Our aim is solely to save money. Our purpose in using incentive 
type contracts is to have the contractor spend money as if he were in a market 
dominated by vigorous price competition, to make all decisions in the light of a 
critical analysis of probable costs, and to keep false starts and changes to a 
minimum. The possibility of greater profit is an incentive to the contractor to 
produce for less than he believed possible and for less than was reasonably first 
estimated both by him and the Government. 

Question 2. “If the contractors have already been offered a fair profit, which 
they have, why does the Department of Defense believe it is necessary in the 
best interest of the Government to offer an additional profit in order to get lower 
costs?” 

Answer 2. See answer 1. 

Question 8. “Don’t these contractors want to do business with the Govern- 
ment?” 

Answer 3. The implication in this question is that the Government is reluctant 
to make incentive type contracts and does so because contractors desire this type 
of contract. This is not the fact. We believe the incentive contract is a good 
contract. We seek to use it whenever the opportunity arises as where sufficient 
cost experience exists to make it possible to determine a realistic base or target 
price and there is a sufficiently long period of performance to permit achieve- 
ment of substantial cost reductions. 

Question 4. “Does business generally utilize an incentive contract? If so, 
what percent is done in that manner?” 

Answer 4. Practically all contracts made by industry are fixed-price con- 
tracts which, since the seller retains all the savings he can effect in his costs, 
offer the greatest incentive of any type contract. Industry, of course, does not 
buy the highly experimental types of equipment without background cost experi- 

















Sdcted 


—_ 


on- 
ble 
nd 


ive 
n- 


ial 
gs 


es 


AS 
aS 
re 
Te 
O- 
le 


Ss © ORO Se 


wea 








PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 215 


ence that the Department of Defense must and does purchase. Hence, industry 
is able to make far greater use of the fixed-price contract than is possible for 
the military departments. 

“Mr. Secretary, you say on page 7 of your statement, that the General Account- 
ing Office had called attention to the fact that excessive prices were initially 
paid to some contractors because the contractor was not furnishing the Gov- 
ernment with current, complete, or accurate cost information at the time of 
negotiation. Because of this, the Department of Defense now requires the prime 
contractor, on all procurements over $100,000, to certify that he is furnishing 
up-to-date cost data.” 

Question 1. “Now, why was it necessary to make this a requirement?” 

Answer 1. There were a sufficient number of GAO reports in which current, 
complete, or accurate cost and pricing data were not furnished by contractors 
that the possibility occurred to us that other similar situations might exist. 
To eliminate this possibility, we established this requirement. 

Question 2. “Why weren’t the contracting officers getting up-to-date, complete, 
and accurate information right along?” 

Answer 2. Our contracting officers insisted upon current, complete, and ac- 
curate data and sincerely believed that such information was being furnished 
by contractors. The GAO reports, however, led us to conclude too much re- 
liance was being placed in our contractors in this regard. 

Question 3. “Did they do any more than ask for it?” 

Answer 8. See answer 2. 

Question 4. “Why limit it to contracts over $100,000?” 

Answer 4. Our regulations do not limit the requirement to contracts over 
$100,000, but make it discretionary with the contracting officer to require it 
in contracts under $100,000 because in smaller contracts there is likely to be 
more competition and less use of cost estimates. 

Question 5. “Isn’t accurate and current cost information the very heart of the 
basis for the incentive contract or any contract, for that matter?” 

Answer 5. Where we are pricing on the basis of cost estimates, current, com- 
plete, and accurate cost and pricing data goes to the heart of negotiating the 
contract. 

“On page 8 of your statement, you stated that the General Accounting Office 
reports indicated a weakness in regard to subcontracting because of too great 
reliance being placed on the prime contractor’s pricing of subcontracts.” 

Question 1. “Why was it necessary for the GAO to point this out? Don’t 
you have procedures that would alert you to detect these weaknesses?” 

Answer 1. This question was answered by Secretary LeBoutillier and Mr. 
Bannerman on pages 285-287 of the committee’s transcript. 

“In order to take care of these weaknesses, I see that you have issued new 
regulations in part 9, section III of the Armed Services Procurement Regula- 
tion. Under ‘Purchasing Systems,’ pages 9 and 10, you say that you analyze the 
purchasing system of the prime contractor and if it is sound and efficient, you 
approve it. Then you watch it on a sample basis.” 

Question 2. “What do you mean by sampling? How is that done?” 

Answer 2. Sampling is accomplished’ by spot-checking individual subcontracts 
in order to insure that the efficiency of the prime contractor’s purchasing sys- 
tem is being maintained. 

Question 8. “If it is sound and efficient, why is there a need for an incentive 
contract?” 

Answer 38. A sound and efficient purchasing system is important to the pric- 
ing of subcontracts. Incentive contracts, on the other hand, are directed pri- 
marily at the prime contractor’s own production line and seek, therefore, to 
achieve reduced costs in the prime’s operations. 


Mr. Vinson. All right. 

Mr. Courtney, have you any questions to ask him? 

Mr. Courtney. Just two or three questions, Mr. Chairman. 

Under section 9 of the amendment to the National Security Act, the 
act of August 6, 1958, contracting authority was given to the Depart- 
ment of Defense in respect of research and development contracts. 
And I would ask, if you will, at this time to put in the record the 
statistics relating to the discharge of that responsibility as it was done 
in the Department. 











216 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Nasu. You want, Mr. Courtney, those contracts which were 
made under that authority ? 

Mr. Courtney. Made under the authority of section 9. 

Mr. Nasu. We can get those. 

Mr. BANNERMAN. We will put them in the record. 

Mr. Courtney. If you will have them for the record and ready for 
the record. 

Mr. BANNERMAN. Yes, sir. 

Mr. Courtney. Are they now merged in the figures that were given 
us for the different departments ? 

Mr. BanNERMAN. No, sir. 

Mr. Courtney. They are not. 

Mr. BANNERMAN. Excuse me. 

I think that is correct. 

Mr. Nasu. There are only two contracts, Mr. Courtney, which were 
made directly at the OSD level. So they would not appear in the 
military department figures. 

Mr. Courtney. So that since the act became effective, this author- 
ity has been exercised only in two instances? 

Mr. Nasu. Under the Reorganization Act at the OSD level, yes, sir. 

Mr. Courtney. Under the Reorganization Act. 

Mr. Nasu. We have made other contracts under Public Law 600, 
79th Congress Employment of experts and consultants—— 

Mr. Courtney. Yes. 

Mr. Nasu. And organizations. But there have been only two con- 
tracts made at the OSD level under this particular authority of 
section 9. 

(The material referred to follows :) 


SD-60—Radio Corp. of America 

Date: June 1, 1959. 

Amount : $600,000. 

Classified cost-plus-fixed-fee study contract with regard to antisatellite defense. 
SD-62, Arthur D. Little, Inc. 

Date: November 9, 1959. 

Amount : $120,000. 

Classified cost-plus-fixed-fee study contract with regard to a missile defense 
system. 

Mr. Courtney. Now, I had another question in respect—— 

Mr. Vinson. All right. Ask any questions you want to, now. Be- 
cause this information is to enable us to write a report; not in the 
slightest degree any criticism of what is going on, but for all to get 
all the facts and see that the facts warrant the conclusion. 

Go ahead. 

Mr. Courtney. Now, a further question with respect to Department 
of Defense Directive 7800.6, which is the progress payment, I guess 
you would describe it, directive, in which progress payments, I believe, 
are limited to 80 percent or some such factor, 

Mr. Bannerman. That is correct. 

Mr. Courtney. Rather than the full 100 percent estimated progress 
payments. 

So that industry, in some instances, is required to go to borrowing 
in order to finance its contracts. 

How does the Department, if it does, compensate the contractor for 
the additional costs of borrowing? Or the interest on borrowings. 
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Mr. Bannerman. The Department does not compensate them di- 
rectly for the additional cost of borrowing. 

Actually, as you know and as I know, most business in this country is 
done by companies performing contracts or other work with their 
own capital. 

The Government, however, because of the very large demands for 
capital, frequently makes arrangements to put up progress payments. 

We expect industry to be able to carry that portion of the financing 
which is on top of the amount of progress payments we pay. 

Mr. Courtney. Well, let me state it a different way. 

Mr. Bannerman. This is not a cost that we allow under our con- 
tracts, 

Mr. Courtney. It is not a cost allowance, but isn’t it a fact that since 
this directive has been in effect, that the fees of the contractors have 
been increased to compensate for the required borrowings due to the 
cutback which this directive requires ? 

Mr. Bannerman. That is true, Mr. Courtney, with respect to those 
contracts where we had to amend the contract to accommodate this 
new policy. 

Mr. Courtnry. To accommodate the new policy, which is expressed 
in the directive. 

Mr. Bannerman. That is correct. 

As a matter of fact, to get that amendment, we had to provide con- 
sideration for it. Now, it is not necessarily true with respect to new 
contracts made since that time. 

Mr. Courtney. Made since this directive became effective ? 

Mr. Bannerman. That is correct. We consider this, but we do 
not give any dollar-for-dollar equivalent. 

Mr. Courtney. Then we would understand that under this direc- 
tive, where it is operative, for the record, that the additional borrow- 
ings which it requires on the part of the contactor to finance the con- 
tract, are compensated in the fee of the contractor, rather than as 
a direct allowable cost for borrowing ? 

Mr. Bannerman. Not compensated in the sense that there is any 
dollar-for-dollar compensation. 

Mr. Courtney—— 

Mr. Courtney. Well, let’s say this: Is it recognized in the fee? 

Mr. Bannerman. It is recognized, just as all contractor contribu- 
tions, by way of facilities, capital investment, is recognized in com- 
puting profits or fees. 

Mr. Courtney. Those are the two questions I had, Mr. Chairman. 

Mr. Vinson. Mr. Sandweg, have you any questions? 

Mr. Sanpwec. Yes, Mr. Chairman. 

Mr. Secretary, I would like to refer to page 7 of your statement, 
wherein you mention because of matters brought out by the GAO, 
a requirement was imposed upon contracts over $100,000 that a cer- 
tification be inserted by the contractor that current costs and pricing 
data were being utilized. 

I would like to ask what did you have in mind on that in con- 
nection with the possible penalty? Would you look upon that as 
being a false statement to the Government if it was later found not 
to have utilized current cost data ? 

Mr. BAnnerMAN. Mr. Sandweg, we do recognize the appropriate- 
ness of criminal penalties for false certification. This I think comes 
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under the general statutes relating to certifications made to the Gov- 
ernment. 

The possibility of a criminal penalty appears right in the certifica- 
tion itself. 

Mr. Sanpwec. Well, along that line, then, have you established any 
new procedures, other than those you had before, for review to find 
out whether they are in fact furnishing current cost and pricing data? 

Mr. BannerMaN. The revisions to part 8 of section 3 of the Armed 
Services Procurement Regulations cover the extent to which we are 
required to conduct examinations, audits, and other reviews of price 
proposals that are made to us under such certification as this, and 
those revisions have been rather extensive within the last 6 months. 

We have, I think, by policy; stepped up the scope and extent of 
our examination. 

Mr. Sanpwec. Has this caused any need for additional auditing 
facilities ? 

Mr, Bannerman. I think that question had better be directed to 
the military departments. But I believe, in fact, that some of them 
are increasing their audit staffs. 

Mr. Sanpwec. Fine. 

That is all, Mr. Chairman. 

Mr. Vinson. Are there any questions by any members of the com- 
mittee, now, to the policy makers? 

Thank you very much. 

Mr. Courtney. May we clear up one question: 

Mr. Morris. Mr. Chairman, I have some questions. 

Mr. Vinson. Mr. Morris. 

Mr. Morris. I don’t want to get ahead of you. 

a Vinson. Go right ahead, Mr. Morris. You have been recog- 
nized. 

Mr. Morris. All right. Just a few questions here that I would 
like to ask. And I will say this is not necessarily intended to be 
= at all, but only for the purpose of trying to clear up my own 
thinking. 

Now, on page 8 of your statement, that is, the Deputy Assistant 
Secretary’s statement, you say, in regard to subcontracting policies 
and procedures, this: 

You say: 

The other area where the General Accounting Office reports indicated weak- 
ness was in regard to subcontracting. In short, it was demonstrated that we 
had been. placing greater reliance upon prime contractors’ pricing of subcon- 


tracts than was justified in the light of the specific examples of inadequate and 
ineffective pricing cited. 


Then you say further: 


Accordingly, we have extensively revised, expanded, and strengthened our 
ASPR coverage of the subcontracting area by publishing— 


now, this is what I want to emphasize— 


on October 1, 1959, an.entirely new section, entitled “Subcontracting Policies 
and Procedures.” 

Now, since we have had the experience of World War I and of 
World War II and of the Korean conflict and of the so-called cold 
war, how does it come that you waited until October 1959 to realize 
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this situation and to bring about that reform? Why is it that all 
during this time, with all of this experience, such a reform had not 
been brought about before ? 

Secretary LeBourmuier. I think, sir, it is a matter of progres- 
sively tidying up as we get experience in this line. 

Mr. Morris. As you get experience ? 

That is what I am getting at. We have had the experience. We 
have had the experience of spending billions upon billions of dollars. 
And I am for it, because I wouldn’t ever want to pinch any penny that 
would in any way lessen our defense. And I don’t think that any 
Member of this Congress would. 

As far as I am personally concerned, I want to give the Department 
every penny that is necessary to defend us. But we have had the ex- 
perience of spending billions upon billions upon billions of dollars in 
recent history and now you apparently have just awakened to the 
realization that these subcontractors might be padding their prices, 
apparently. 

Secretary LeBovurituier. I would like to have Mr. Bannerman go 
back over the history of this. 

Mr. BANNERMAN. Mr. Morris, we of course have been well aware for 
many years as to what the effect of subcontract pricing is. We have 
had for many years procedures that were designed to accommodate 
this problem. However, I think we would all agree that the time 
shouldn’t come when we can’t learn from new information. 

Now, the GAO reports provided some new information. They indi- 
cated that there was need for further tightening in this field. And we 
have further tightened. | 

I don’t think that these reports indicate that there was any wide- 
spread waste. Asa matter of fact, there are a total of about 10 reports 
from GAO on this subject. But when you get 10 reports on one sub- 
ject, you begin to consider. And we did consider. And we did feel 
that there was need for some revision in our regulation. 

Mr. Morris. So your statement is, then, that in fact, in your judg- 
ment, there has been no unreasonable waste in the past? 

Mr. BANNERMAN. I think that is correct, Mr. Morris. 

Mr. Morris. But that you do feel now that you can tighten your belt 
a little bit and maybe, with new experience, bring about some proper 
adequate savings ? 

Mr. BANNERMAN. That is correct. 

We make in the neighborhood of 6 million procurement transactions 
a year, and there have been, in a period of about 3 years, some 8 to 10, 
perhaps, reports on this subject. Nevertheless, 8 to 10 reports are 
enough to lead us to think that if they found those, there might be 
others, and we better tighten up on the regulation. 

Mr. Morris. May I pursue it just a little further? 

I want to personally—and we will dig into that some. And I do 
not challenge your statement at all, but it seems to me that that is 
a matter that ought to be thoroughly investigated. 

Now, one or two other questions: 

Who determines when equipment, this expensive = roar is ob- 
solete and insurplus? Who makes that determination 

Secretary LeBouttiirer. The departments. 

Mr. Morris. Each department makes its own. 
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Do they have a specific agency to do that, or how is that determined? 

Mr. Vinson. Well, I suggest you ask that question when the de- 
partment witnesses get on. These gentlemen do not do anything but 
formulate the policy. 

Mr. Morris. All right. 

Mr. Vinson. That is their function. 

Mr. Morris. All right, then I will withdraw that question, and 
wait for the other witnesses. 

Then one other, and maybe this should be waited for, but I would 
like to ask it at least. : 

Is there any specific program in all of the services or any of the 
services that deal with the problem of requiring careful checks on 
the proper use of this expensive equipment to prevent injury and de- 
struction to it. 

Secretary LeBouritiier. Well, I would think the departments cer- 
tainly have instructions on how to do this, sir. It would not come 
out in the procurement aspect of our office. 

Mr. Morris. Now, I know they do in certain installations, because 
I have witnessed myself where they had signs—where they had some- 
thing on the article itself, like a tank or some big, expensive piece 
of machinery, where they would say, “This costs so much money,” or 
“This gun costs so much money, and be careful with the use of it,” 
and things of that kind. 

Now, whether or not that occurs all out through the services and 
whether or not there is a particular program or whether it is just in 
regard to the idea of some local commander or commandant of an 
installation, I don’t know. Can you answer that question ? 

Secretary LeBouriutuier. I think you would have to ask the depart- 
ments, sir. 

Mr. Morris. I see. That is all. 

Mr. Vinson. The committee will bear in mind this: The observation 
of the Comptroller and the new procurement regulation with subcon- 
tractors is highly important, because the bulk of the component parts 
of the article are subcontract-purchased, These large manufacturing 
oe that have planes and all those things—the bulk of their stuff is 

ught somewhere else, and their plant is the assembly plant. So there- 
fore, it is highly important that the regulations deal and the Depart- 
ment deal and look into subcontracting as well as the prime contractor. 
And the criticism by the Comptroller General and your directive for 
closer scrutiny of it is a matter that must be followed very closely, be- 
cause that determines what price the main contractor submits for his 
target price or anything else, don’t you see? 

Now, if there are no questions, we want to thank 

Mr. Bates. Mr. Chairman. 

Mr. Vinson. Yes, sir. 

Mr. Bates. Mr. Bannerman, the philosophy of incentive-type con- 
tracts and renegotiation are in conflict with one another. In the first 
instance, in the incentive-type contracts you say, “You do a good job 
and you can make more profit.” 

On the other hand, it is subject to renegotiation. Do you think we 
should have renegotiation for incentive-type contracts ? 

Secretary LeBourimirer. Do you want me to answer? 
Mr. Bares. Either one. 
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Mr. Bannerman. Mr. Bates, the philosophy of renegotiation, in 
fact, I think the statute effecting or creating the Renegotiation Board, 
charges them with the responsibility of recognizing efficiencies and 
economies that are produced by contractors, by allowing a greater 
profit. 

Mr. Bares. That is right. 

Mr. Bannerman. If they find that a particular contractor is par- 
ticularly efticient. 

Hence, I don’t think there is any basic difference in philosophy. 

With respect to your last question, to whether we ought to have 
the Board or not, we testified when the Renegotiation Act was up for 
extension: last year in favor of the extension of the Renegotiation 
Act. 

Mr. Vinson. And in that connection, the Renegotiation Board takes 
into consideration efficiency and these other matters of similar char- 
acter. 

Mr. BannerMan. This is one of their statutory considerations. 

Mr. Bares. Well, as a matter of fact, do you know that they actually 
do? 

Mr. Bannerman. I think that question would better go to them. 

Mr. Vinson. We will have the Chairman up here, and we will find 
out from the “horse’s mouth.” We will ask him. 

Pp ene Mr. Chairman, may I ask just one more question, 

ease 
: Mr. Vinson. Are you through, Mr. Bates? 

Mr. Morris. Pardon me, I thought you were through. 

Mr. Rivers. He never got started. 

Mr. Vinson. Yes, he did get started. He got started and is leadin 
up to a bill that he has introduced. 

Mr. Bares. I got on the mark, but I never got rolling. 

Mr. Vinson. That is right. You won’t get rolling far on that. 

Mr. Bates. Don’t be too surprised. 

Mr. Vinson. Oh, no. You and Senator Saltonstall both got your 
bills up to do away with the Renegotiation Board. 

Mr. Bares. I don’t have any bills to do away with the Renegotiation 
Board. I have no bill that will accomplish such a purpose as that. 
I wouldn’t agree to such a bill. 

Mr. Vinson. All right. 

Mr. Bares. I was surprised at the cost-plus-fixed-fee type of con- 
tract representing such a large proportion of our contracts. I wasn’t 
aware that it reached that magnitude at all. 

Now, these contracts, like the incentive-type contract, are due to 
the element of uncertainty. You don’t know what the actual costs are 
going to be in either case. 

I presume in the cost-plus-fixed-fee they are more uncertain than 
they are even in the incentive contract type. 

Mr. BannerRMAN. That is correct, Mr. Bates. And that is why we 
have to go to that kind of a contract. 

Mr. Bares. Well, has this figure increased in recent years, on the 
cost plus fixed fee ? 

Mr. BannerMaN. It has been going up rather drastically in recent 
years, Mr. Bates. It has gone from a low of 12.7 percent of our total 
procurement in 1951, by rather direct stages, up to 40.9 percent in 
1959. I think these statistics you have. 
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Mr. Vinson. Not the fee? 

Mr. BanNERMAN. What is that ? 

Mr. Vinson. Not the fee? 

Mr. BannerMAN. No. These percentages, Mr. Chairman are the 
percentages of our total contracting which are represented by cost- 
plus-fixed fee contracts. 

Mr. Vinson. Well, he was talking about the fee, as I understood. 

Mr. Bannerman. I don’t think he is. 

Mr. Bares. No. He understands what I am talking about, Mr. 
Chairman. I would think that a larger number of those could be 
subject to the incentive-type contract. This is the worst type of 
contract you can have, a cost plus a fixed fee. It is subjected to pad- 
ding all along the line. 

Mr. BANNERMAN. Well, Mr. Bates, we don’t like cost-plus-fixed-fee 
contracts any better than you do, but the increase stems directly from 
the change in the nature of the things we are buying. There is no way 
on earth that you can estimate in advance what. it 1s going to cost you 
to develop a new missile. And when we get into that kind of con- 
tracting, you are going to have to do it under a cost-reimbursement 
contract. And this has become a very substantial portion of our total 
procurement dollar. 

Mr. Bares. Well, now, we have used the incentive-type contract in 
the airplane industry. There was a lot of uncertainty there. 

Mr. BANNERMAN. Mr. Bates, the incentive contract in the airplane 
industry is not, and I think generally has not, been used in conjunc- 
tion with the development of new aircraft. The development. was 
done under cost-plus-fixed-fee contracts. However, as soon as the 
aircraft is developed and we have gotten some cost experience with it 
and we put it into production and you had extensive production of 
such aircraft, that was very frequently done under the incentive con- 
tract. We have not reached that stage in our big missile contracts. 

Mr. Bates. Well, are these particular contracts more highly scru- 
tinized and more closely audited and challenged in respect to cost 
than, say, other type contracts ? 

Mr. BannerMAN. Individual payments under cost reimbursement 
contracts are subject to government audit, throughout the life of the 
contract. However, even in an incentive contract, final costs are 
audited by the Government. 

Mr. Bares. Well, I know just recently—General Services, of course, 
sell things directly to companies who have Government contracts, and 
there is a lot of opposition by private vendors because it has taken 
away the business which they had established. And the contention 
that came from the sources that I have talked to indicated that a lot 
of these things which were being bought through GSA are being used 
for contracts other than Government contracts. And I just won- 
dered how closely a lot of these things are checked. 

Mr. Bannerman. I can’t answer that question, Mr. Bates. I am 
not familiar with the problem. 

Mr. Vinson. Any further questions by any members? 

Mr. Morris. Just one, Mr. Chairman. 

Mr. Rivers. Mr. Chairman. 

Mr. Vinson. Mr. Rivers. 
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Mr. Rivers. Of course, we all know the distinguished background 
and experience of Mr. Bannerman. But I think it would be well for 
the committee’s information if in the future we can have a little back- 
ground of the witnesses. I am quite impressed with the Secretary’s 
statement, in his capacity. But it would be helpful if we could know 
a little background, say—how do you pronounce your name, sir. 

Secretary LeBouttiuier. Yes, sir; with Mr. DeGaulle in town, we 
are using the French pronounciation. 

Mr. Rivers. Well, in Charleston we have the original Huguenots. 
So I assume you are one. 

Secretary LeBouriturmr. I am a Huguenot, too. 

Mr. Rivers. I would like to have a little of your background, be- 
cause I am quite impressed with you. In the future, I think, Mr. 
Chairman, it would be helpful to the committee—because this is a stag- 
gering responsibility—to know the knowledge of the distinguished 
gentlemen who have the responsibility of administering these laws, 
and it would be helpful. 

Mr. Brcxer. We have mostly competent people from Long Island, 
Mr. Rivers. 

Mr. Vinson. Go ahead. 

Mr. Rivers. You talked yourself out of court a little while ago, sir. 

Secretary LeBoutitutrr. Yes, sir, I will be glad to give it to you. 

About 20 years ago, after I got out of college, I worked in the Beth- 
lehem Shipbuilding Co. as a blue-collar worker. I went from there 
to the Electric Autolite Co. in Toledo, Ohio, in the comptroller de- 
partment. From there I went in the Navy. 

While in the Navy, I commanded various subchasers, APD’s, and 
destroyer escorts. 

Following that, I went to Toledo, again, as assistant to the president 
of the Toledo Scale Co. 

Two years later, I became president of the Ottawa River Paper Co., 
which I ran for 10 years, until I merged it with the Mead Corp. 2 
years ago. 

I was also a director of the National Bank of Toledo, the Spartan 
Co., Helio Aircraft Corp., and the Boys Clubs of America, which is 
the only directorship I now hold, although I don’t feel that is a con- 
flict of interest. [Laughter.] Le 

Mr. Rivers. I think that is a good thing for us to know. 

That is why I am so impressed with you. 

You seem to know quite well what you are doing. I want to con- 
gratulate you. 

Mr. Vinson. Mr. Secretary, Mr. Bannerman, Mr. Nash, and Mr. 
Phelan, I want to thank you for giving the committee the benefit of 
your views in reference to this matter we are discussing. 

Mr. Morris. Mr. Chairman, may I have just one question before 
the witnesses are excused ? 

In regard to these incentive-priced contracts, have you found, by 
your experience, that the contractors, since they do make a profit if 
the cost is actually less than the target—have you found that they 
have boy incentive to try to make that target high so they can make 
a profit 

_ LeBoutiuuier. Well, we don’t believe so. But perhaps 
Mr. Bannerman could answer the thing in detail. 
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Mr. Morris. Now, whether or not you agreed—I am not saying you 
agreed with them. But have you found that practice, to where—since 
they know they are going to make a profit if the actual cost is less than 
the target, have you found that they have been making the target high, 
in your judgment ? 

Mr. BannerMANn. Mr. Morris, those targets, of course, are not made 
unilaterally. We negotiate those targets, too. I think the incentive 
to make the target high is no greater than the incentive to get a price 
high in any contract. 

For instance, in a fixed-price contract you have exactly the same in- 
centive working to a greater degree. 

Mr. Morris. I take it from your answer—this last question—I take 
it from your answer, then, that you gentlemen feel, sincerely feel, that 
the incentive-type contract is necessary and that it is not costing us 
more than other types of contracts, is that true? 

Mr. BANNERMAN. Yes, sir. 

Secretary LeBoutitimer. That is correct. 

Mr. Vinson. Now, I will say to Mr. Morris: My understanding of 
the incentive target price is that when the target price is set, there 
is already an 8-percent profit added in. 

Mr. Morris. Yes, sir; to start with. But the point is, even not- 
withstanding that, is there also an incentive to make it still higher so 
they do participate, as I understand it, in addition to the 8 percent, 
in a percentage of the sales as between the target and what it actually 
costs, isn’t that correct? And what is their percentage ? 

Mr. Vinson. 20 and 80. 

Mr. Becker. 20 percent. 

Mr. Bannerman. It varies contract by contract, Mr. Chairman. A 
rather standard share rate is 80-20. 

Mr. Becker. 80-20? 

Mr. Bannerman. I might point out to you, Mr. Morris, that if the 
cost overrun the target, they lose profit on that. 

Mr. Morris. But they still get their 8 percent. 

Mr. BANNERMAN. No, sir. 

Secretary LeBouritutrr. No. 

Mr. Morris. They don’t get their 8 percent ? 

Mr. Bannerman. No, sir. As a matter of fact, they may get no- 
thing. 

Mr. Vinson. Well, thank you very much. 

It has been very beneficial to the committee to have the testimony of 
you distinguished witnesses. 

Secretary LeBoutiiirer. Thank you. 

Mr. Bannerman. Thank you. 

Mr. Vinson. Now, the next witness is the Assistant Secretary of the 
Army for Logistics, the Honorable Courtney Johnson. 

Now, in view, Mr. Johnson, of the policy adopted by Mr. Rivers, 
and acquiesced by the committee, we would like to have your back- 
ground. 

‘ Secretary Jounson. I will be very glad to submit that, Mr. Chair- 
man, and try not to make it too long. 

At this time I have a very considerable background. So it would 
take some time to recite it all. 
Mr. Vinson. Go right ahead. 
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Secretary Jounson. After graduating from college as an engineer, 
I went into the Pennsylvania Railroad as a rod man in the main- 
tenance-of-way department. My aspiration, at that time, was to be- 
come president of the railroad. However, 2 years later I was enticed 
away into the automotive industry, and with a new company that was 
sn, formed, and shortly after joining that organization I became 
purchasing agent of it. And I was purchasing agent for some 3 years, 
T believe, 2 or 3 years. 

Then after a period in World War I, when I was away, I was suc- 
cessively production manager and service manager and assistant sales 
manager and assistant general manager of that corporation. 

I then left that company and went with another one, in the auto- 
motive industry, for several years. In fact, I made two other changes 
in the industry and at various times was general sales manager. 

Also, I was general manager of the commercial vehicle or truck 
division of a company. I was assistant to the president and assistant 
to the chairman. In fact, I think I did about everything that you 
can do in a corporation, except that I am not an accountant or a lawyer. 

I stayed in the automotive industry, except that I was in Washington 
with the War Production Board for a period, and I was here with 
the National Production Authority as Director of the Motor Vehicle 
Division during the Korean war. 

I left—I permanently left the automotive industry in 1956 and went 
over to the Pentagon as Deputy Assistant Secretary of the Army, 
Logistics. 

And a year ago, on the 1st of April, I became Assistant Secretary, 
after Mr. Higgins retired. 

Mr. Vinson. Allright. 

Now, Mr. Secretary, you may proceed to submit your statement to 
the committee. 

Each member has a copy of it to follow you. 

You will proceed in your own way, without interruption. 

Then we will ask you what questions we desire to ask. 

Secretary Jonnson. Mr. Chairman and members of the committee, 
I appreciate the opportunity to appear before this committee in 
response to the invitation in your letter of January 20, 1960, to dis- 
cuss procurement policies and practices of the Department of the 
Army, in connection with the committee’s study as provided in Public 
Law 86-89. 

INTRODUCTION 


It is my purpose today to furnish to your committee information 
which will supplement that submitted by Mr. LeBoutillier. I will 
highlight some of the procurement practices of the Department of 
the Army which affect the reasonableness of the prices paid by us, 
as well as the costs and profits of our contractors. Among other things, 
I propose to discuss the Army’s experience in advertising its procure- 
ment contracts; its experience in the negotiation of reasonable rates 
of profit and fees; the use of auditors; the use of price redeterminable 
contracts; the Army’s breakout program; and the training of procure- 
ment personnel. . : 

It is our objective in military procurement to acquire the materiel 
and services required for defense purposes, when and where they are 
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needed, at the least cost to the Government, price, quality, and other 
factors considered. It is our aim in accomplishing this objective to 
obtain competition among prospective suppliers to the maximum ex- 
tent practicable, and to assure the reasonableness of the prices paid. 


ADVERTISED AND NEGOTIATED PROCUREMENT 


We are often asked why 95 percent of our contract actions are made 
without advertising and only 5 percent with advertising. 

I would like to interpolate here, gentlemen, to say that I checked 
yesterday. Our contractual actions during a year amount to some 
2,800,000 contractual actions. That is what I am talking about when 
I say contractual actions here. 

We are asked why we do not advertise more, and why it is neces- 
sary for so large a portion of our contracts to be awarded by 
negotiation. 

I believe an understanding of what constitutes the bulk of our pro- 
curement actions will go a long way toward putting the figure of 95 
percent in its proper perspective. 

Department of Defense procurement reports for fiscal year 1959 
show that 80.7 percent of the Army’s contractual actions were for 
small purchases, that is $2,500 or less, which in the main are off-the- 
shelf items, for which advertising procedures are recognized to be in- 
appropriate. Another 11.3 percent were for oversea purchases and 
1.6 percent were for subsistence. The balance of the negotiated pro- 
curement actions thus becomes only 2.3 percent as against 4.1 per- 
cent awarded by advertising. 

In terms of dollars, contracts awarded by advertising during fiscal 
year 1959 amounted to 26 percent of the total $5.5 billion obligated. 
The balance of this procurement was by negotiation. However, al- 
most one-half of the negotiated procurements were competitive and 
the bulk of the other half were follow-on procurements with contrac- 
tors whose original contracts were likewise awarded as the result of 
competition. 

The fact is that we do advertise whenever possible. Of course, the 
highly complex missile and electronic programs, on which we spend 
so much of our money, do not lend themselves to proceurement by ad- 
vertising. 'The Army’s missile program is still mostly in the research 
and development stage; and to the extent that certain missile systems 
have reached production, procurement is still necessarily made to the 
largest extent from the system prime contractor. Nevertheless, even 
here, we break out such items and components as are possible of com- 
petitive procurement, whether by forma] advertising or negotiation. 
This breakout program, about which I will speak later, will continue 
to increase the trend toward more advertised procurement, as well as 
more competition generally, in procurement of complex materiel. 

I se like to interpolate something here, gentlemen, with your 
permission. 

As I told you, I was once a purchasing agent. While that was a 
long time ago, I don’t think one forgets those experiences. For the last 
31% years I have been aware of this discussion in regard to advertising 
for procurement as against negotiated procurement. And I have been 
trying to relate that to industry, not only as I knew it as a purchasing 
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agent, but as I later followed it closely in the various capacities in the 
automotive industry. 

Now, I think there is a small relationship. I think there are some 
items that you can say in that industry that are procured by advertise- 
ment. They are the very standard commercial items, such as nuts and 
bolts, and we will say primary materials such as steel, which can be 
described with very exact specifications that are recognized by every- 
body and everybody has the same understanding. Those things can 
be procdured by advertising, by saying to a group of companies, the 
one that makes the lowest quotation, you give the business to. But I 
do not know of any procurement in industry where it is necessary to 
furnish what we call specifications and characteristics, where it is done 
in an advertised way. 

After all, specifications and descriptions of the product and the in- 
formation that is furnished to contractors for procurement purposes, 
that is, for bidding purposes, are an attempt to communicate between 
the buyer and the prospective seller, so that he can make an accurate 
bid. In complicated products, that is, complicated mechanical prod- 
ucts, particularly, although it can be other kinds of products, it seems 
to be almost impossible to get everything into writing or on prints so 
that there is a complete understanding between the buyer and the pro- 
spective seller as to what the buyer wants, and just how he wants it, 
and just where and when he wants it, and how he wants it made and 
delivered, and all of those factors which enter into the placing of a con- 
tract for a complicated piece of materiel. 

Those cannot be expressed initially in written communications 
which will be understood by everybody involved. So that it is found 
in industry that you have to have a negotiation with a bidder after he 
has had a chance to make his first proposal, to be sure that he is right. 
You have to have it in your own interest, because he may have an in- 
correct idea as to what he is bidding on, and you may not get what you 
expect to get, and you may have a great delay on that account. 

You have to have negotiation because the supplier may have a mis- 
understanding that has caused him to bid at a higher price than he 
should bid. And if that misunderstanding can be cleared up, the price 
can be lowered. And in fact, in these negotiated transactions, I know 
of no case where the negotiations haven't resulted in a lower price 
than when they started. ' 

I have interpolated this because I believe that there is some misun- 
derstanding as to the reason for negotiation. And I am talking, of 
course, about either competitive negotiation or sole-source negotiation, 
as far as this communication is concerned. 

It is the communication between the buyer and the prospective seller 
that is the difficult thing, and that is hard to overcome in just words 
or writing or pictures or drawings. 

Mr. Vinson. Now, in that connection, may I ask you this question ? 

Secretary Jounson. Yes, sir. 

Mr. Vinson. Then when you have the bids submitted and you open 
it up for negotiation, and say there are three or four bidders, do you 
merely negotiate with the low bidder or do you negotiate with all 
of the bidders? 
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Secretary Jonnson. Mr. Chairman, I am very glad you asked that. 

We negotiate with all the bidders, in the Army. I am sure the 
others do, too. I don’t know. 

Mr. Vinson. Then if you are advertising for certain things and 
you sent out the specifications and a half-dozen people bid and you 
want to negotiate because you are not satisfied, then you call in all 
of the bidders and give each one an opportunity to negotiate, and 
you try to negotiate with each one, or do you confine it to the low 
bidder? 

Secretary Jounson. Before I answer, did you say when we ad- 
vertise ? 

Mr. Vinson. Yes. 

Secretary Jounson. Now, advertised bids are a very specific thing. 
When we advertise, we don’t negotiate with anybody. 

Mr. Vinson. Well, you are talking about advertised bids that are 
later on negotiated, because you don’t put everything: 

Secretary Jounson. No, sir. The very terminology, “an adver- 
tised bid,” means that we cannot negotiate. 

Mr. Vinson. All right. 

* aga Jounson. When we open the bid, we give it to the lowest 
idder. 

Mr. Vinson. That is formal advertising. 

Secretary Jonnson. Yes, sir. 

Mr. Vinson. Then you do have the negotiation as a result of some 
advertising, is that right ? 

Secretary Jounson. When we put out a solicitation to make a pro- 
posal and state that we are going to negotiate after we receive the 
proposal—we will negotiate with everybody that made a proposal. 

Mr. Vinson. That is all I wanted to know. 

Mr. Rivers. It is contained—the terms are set out in the invita- 
tions to bid. 

Secretary JoHnson. Yes, sir. 

Mr. Rivers. So the contractor can know what is coming later on. 

Secretary Jonnson. Yes, sir, that is correct. 

Mr. Vinson. Then you give everybody who is trying to do business 
with you an equal opportunity to do business. 

Secretary JoHnson. Yes, sir, we do. 

Mr. Vinson. All right. Now go ahead with your statement. 

Mr. Bates. Mr. Chairman, I would like to ask one question on that 
point. 

A case came up a week ago. This type of case comes up many many 
times. When you get into the negotiation, one company might say, 
“Well, now, you want to have a certain thing that accomplishes a cer- 
tain purpose. Now, we have some other ideas which we think will 
accommodate the purposes you have in mind, but at a cheaper price.” 
They might vary from the specification or the outline which you have 
provided them. 

Now, does everybody have a similar opportunity to make sugges- 
tions, to change this around, or do you adhere pretty much to the—— 

Secretary Jounson. If there is a change in our specifications as ori- 
ginally proposed in the request for proposals, everybody would have a 
chance to make that change. 

Mr. Bares. And everybody will be notified ? 
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Secretary Jounson. And everybody will be notified, yes, sir. 

Mr. Bates. So that someone couldn’t come in and make a certain 
suggestion or make a certain component out of a certain cheaper mate- 
rial and the others not be aware of that fact and still adhere to the 
original specification ? 

Is that clear, what I am saying? 

Secretary Jounson. That is clear. 

I was just about to give you an example, and it happened not more 
than a week ago. 

A contractor did make such a proposal, and it was a very logical 
proposal, which would reduce the cost of the item. And there were 
other bidders. And we immediately stopped the negotiations at that 
point and gave everybody a chance to do the same thing. 

Does that answer your question ? 

Mr. Vinson. That answers it. That answers it. If you follow that 
out, why, you won’t have very much criticism from the people who 
want to do business with you. 

Mr. Rivers. Could I inquire a little further, then, Mr. Chairman— 
if Mr. Bates is finished ? 

Secretary Jonnson. Yes, Congressman. 

Mr. Rivers. Say, when you get these contractors convened, Mr. Sec- 
retary, wherever you convene them or however you do, and you have 
something that was developed, say, down at Redstone by your dis- 
tinguished scientists down there—the Von Braun team, before it was 
moved into another area—and which is something that you can’t afford 
to have too many people fool with because of the terrific value it is to 
the Army, do you ever get into an area where you have to rely on the 
know-how of the corporation and you can’t take a chance on some- 
body else’s background ? 

For instance, the name of the company—take, for instance, the 
Champion Spark Plug, or the General Motors, or Chrysler, or Ford, 
or some of the big companies, whom you know have the know-how 
and the engineering in the technical field and the production field. 
You get into an area like that where you have to make a determina- 
tion on what you know the background of the company is. 

Secretary Jounson. The answer to your question, Congressman, is 
yes, we do reach that point. : 

We don’t reach it quite as simply as you have described it. We just 
don’t say, “This looks like a good company here, we will pick this 
one. 

Mr. Rivers. I am talking about the knowledge you have. 

Secretary Jounson. It is done by a very careful technical analysis 
of the abilities of the company. It isa form of competition. It isn’t 
price competition. 

Mr. Rivers. Yes. 

Secretary Jonnson. It is competition as to the technical abilities of 
the company to do a certain job. 

Mr. Rivers. That is right. 

Because you can’t wait for somebody to iron out bugs. You want 
somebody to produce the thing that the Army needs. 

Secretary Jonnson. We have to reach a conclusion—and this hap- 
pens in the very types of things that you are talking about—— 

Mr. Rivers. Yes. 
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Secretary Jounson. Missiles and electronics, for instance. 

Mr. Rivers. Yes. 

Secretary Jounson. We have to reach the conclusion as to who can 
do it the best and select that company. It has to be negotiated, but 
the negotiation here is a negotiation of technical ability. 

Mr. Rivers. That is right. 

Secretary Jounson. And it isa very thorough one. 

And I might say that in these, if they are large contracts, the method 
of that negotiation and the actual factors that they are looking at 
are brought up to my office and we go over them thoroughly. And 
this is after General McMorrow, who is Director of Procurement for 
the whole Army, has gone over them in his department. 

Mr. Vinson. Well, if you carry that out, this last analysis, then 
you will prohibit any new corporations from being born to do that 
kind of work. Because you say—and of course you must always take 
into consideration what you say—but at the same time you must not 
be so restrictive that new organizations cannot appear in that field. 

Mr. Rivers. That is the thing that we always have to keep in mind. 

But it is something that you can’t always avoid. And to your 
credit, Mr. Secretary, you get to the area where somebody has to make 
a decision. WhileI realize that you may keep some corporations from 
being born, sometimes you just have got to make the decision, and I 

think it is a difficult undertaking. 

Mr. Vinson. It is difficult. 

Now, let’s see how difficult it is from his statement. 

Go right ahead, Mr. Secretary. 

Mr. Becker. Mr. Chairman, one point right there: The trouble 
I found—and I have a great many of these cases—is you get down 
much below and to, for example, the Quartermaster Corps, and here 
you get an illustration of where this doesn’t work. Because of the 
instances wherein, purchasing a particular procurement, you have 
firms that haven’t. met their obligations either to the Department of 
the Army or to their creditors, where they have not ae their bills 
and owe substantial sums of money, and where they have had to be 
sued, and yet the Army has gone ahead, that is, the Quartermaster, 
and given the contracts to the very same people who have violated 
the obligation they have under your rules. And you have gone right 
ahead and done that. 

Secretary Jounson. Congressman, I can’t dispute this. But what 
I will ask you is to give us those cases, General McMorrow and me. 

Mr. Becker. I have given those cases to the Department of the 
Army, and I have gotten nowhere with them. _ ; 

Secretary Jounson. If you take them up with me, I will be glad to 
see to it that they are acted upon. 

Mr. Vinson. You take that up with the Secretary, and he will see 
that they are checked into. 

Now, proceed. : 

Mr. Becker. I wanted to get that. in the record, Mr. Chairman. 


REASONABLE PRICES, PROFITS, AND FEES 


Secretary Jonnson. In the cases where we negotiate contracts, it is 
the constant goal of the Army to negotiate fair and reasonable prices, 
profits, and fees. Determining what is fair and reasonable in a par- 
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ticular case is, of course, a matter of sound business judgment, experi- 
ence, and training. The contracting officer and his team of specialists 
play big roles in this phase of the procurement. 

‘The contracting officer, together with his price analysts, engineers, 
and technical and other specialists, carefully analyzes the proposals 
and cost estimates submitted by contractors to determine whether pro- 
posed prices are reasonable. Additionally, the contracting officer is 
required to obtain an audit of the contractor’s books and make a pre- 
award survey of the contractor’s facilities, whenever these are 
necessary. 

Rules and formulas are, at best, guides which cannot be applied con- 
clusively in every situation. The following factors are among those 
considered in arriving at fair and reasonable prices, profits, and fees. 

1. Type of contract used, that is, whether a fixed-price-type or a 
cost-reimbursement-type contract. 

2. Performance and financial risks taken by the contractor. 

3. The character and extent of the contractor’s make-or-buy pro- 
gram and proposed subcontracting. 

4, The reliability of the contractor’s cost estimates based upon prior 
experience with him. 

5. The extent of Government assistance to be furnished to the con- 
tractor in the form of financial assistance or facilities. 

6. The amount of the contractor’s investment in the performance of 
the contract. 

7. The possible benefits to the contractor resulting from the work to 
be performed. 

We recently made a survey of the profits and fees allowed by the 
Army in situations in which profits and fees can be negotiated. We 
found that profits negotiated on fixed-price supply contracts ranged 
from 7 to 10 percent. Fixed fees on cost-plus-fixed-fee contracts 
vary, but on the average were about 7 percent, well under the statutory 
limits of 15 percent for research and development contracts and 10 
percent for other contracts. 

The procurement statistics which have been published by the De- 
partment of Defense show that 56.3 percent of our procurement dollars 
were placed in fiscal year 1959 by firm fixed-price contracts; 6.5 per- 
vent were placed under price-redeterminable contracts. About 36 
percent of our funds were obligated under cost-reimbursement-type 
contracts, 32 percent with fixed fees and 4 percent without fee. Price 
sedetenninatiie contracts are most often used where firm prices cannot 
be computed until production experience is obtained, and therefore 
final prices are established during performance of the contracts. Or, 
IT might add, there is one form of redeterminable that can be deter- 
mined at the end of the contract. It isn’t used very much. 

Costs are allowable under cost-reimbursement-type contracts only 
to the extent that, upon audit they are found to be reasonable and 
allocable to the work performed. 


AUDITING 


The necessity for increased use of cost-reimbursement-type contracts 
has required a more extensive use of the facilities of the Army Audit 
Agency, as well as the auditing organizations of the other military 
departments. The need for obtaining complete, accurate, and timely 
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information has long been recognized and recently has been em- 
phasized even more. Auditing as an aid to accurate pricing has also 
been stressed. 

To insure that contracting officers are fully aware of the services 
that are available to them through the military auditing agencies, a 
comprehensive pamphlet was prepared to describe these fact ities and 
has been furnished to each contracting officer in the Department of 
the Army. As a result of this action, Army contracting officers have 
acquired a good understanding of the need for and the usefulness of 
the auditing services. This is another of our continuing efforts to as- 
sure efficient pricing practices in Army contracts. 


USE OF PRICE REDETERMINABLE CONTRACTS 


As I have mentioned, an appropriate price redetermination clause is 
used in fixed-price contracts in certain instances, such as when (i) 
there is insufficient production experience to definitely establish a firm, 
reasonable price at the outset; or (ii) the estimate of the low offeror, 
or the only offeror, exceeds the independent Government estimate; 
or (ili) it 1s desirable to eliminate contingency charges; or (iv) other 
circumstances require protection of the interests of the Government. 
Depending on the type of redetermination clause, its use must be ap- 
proved at a level higher than the contracting officer. 

In the negotiation of fair and reasonable prices under a price rede- 
termination contract, the contracting officer may take into account, 
among other things, the efficiency, economy, and ingenuity with which 
the contractor has performed the contract to the redetermination 
point. The contractor’s skill and economy of performance is accorded 
full consideration in determining the ultimate allowance for profit in 
order thereby to provide an incentive to him to reduce cost of per- 
formance. 

While the Army does not consider it advisable to prescribe a hard- 
and-fast rule as to a specific period of time in which price redetermina- 
tions must be completed, since such time limits could put contracting 
officers in an adverse bargaining position, 120 days is considered a 
reasonable target. For the past 2 years, the Army has used a vigorous 
followup system to assure that unreasonable delays in finalizing prices 
do not occur. Excellent results have been accomplished in this area. 
For instance, on June 30, 1957, there were outstanding 115 contracts, 
which had not been finalized within the Army’s desired objective of 
120 days after the redetermination point was reached, as compared to 
only 19 such contracts on December 31, 1959. 

We have reviewed our experience during fiscal year 1959 on the re- 
determination of 295 contracts. It is interesting to note that the re- 
vised contract prices totaled $631 million against estimated target 
prices of $656 million. The profit originally contemplated in these 
contracts amounted to $56 million (814 percent of the target prices) 
while the profit finally allowed amounted to only $48 million (7.6 per- 
cent of the revised prices). 

The Department of the Army does not maintain statistics which 
would show the number of contracts awarded with a price redeter- 
minable feature. Statistics reported show only that 1,614 actions 
were processed during fiscal year 1959 which relate to this type of 
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contract including the 295 actions which finally redetermined the 
prices as described above. Pursuant to a request of the House Com- 
mittee on Appropriations, a survey was made as of the end of fiscal 
year 1959 which revealed there were outstanding 190 price redeter- 
minable contracts valued at $300,000 or more on which the prices had 
not been finalized; 145 had not reached the redetermination point and 
the remaining 45 were in various stages of processing. 


REVIEWS OF CONTRACTS 


Surveillance over the Army procurement program is exercised at all 
levels up to and including the level of the Secretary. The general 
authority to enter into contracts is delegated by me through the Deputy 
Chief of Staff for Logistics and the heads of procuring activities to 
contracting officers at the buying office level. The delegations to 
lower echelons are progressively more and more limited to assure 
review of larger dollar value contracts at successively higher echelons. 

These successive reviews of proposed awards are accomplished by 
procurement officials or review foarda composed of specially and tech- 
nically qualified personnel. The purpose of these reviews is to assure 
that the overall business aspects of Army procurements have been 
given due consideration ina that resulting contracts represent the 
most realistic contracts which can be made in the interest of the 
Government. 


SUBCONTRACTING AND THE BREAKOUT PROGRAM 


The Army is continually working toward expanding the sources 
of supply for components and subsystems of its large complex equip- 
ments and weapon systems. The two methods used by us for this pur- 
pose are the control of subcontracting and the breakout program. 

Prime contracts for these complex equipments provide for sub- 
contracting by the system contractor and for consent by the contract- 
ing officer to the award of large dollar value subcontracts. For 
instance, on the Pershing missile system, the five major subcontractors 
were selected by the system prime contractor and the Army from a 
list of 25 potential subcontractors. In reviewing subcontracts, the 
contracting officer insures that competition has been secured wherever 
possible and that the contractor has used adequate cost- and price- 
analysis methods. 

The prime contractor’s planned make-or-buy program is analyzed 
and approved by the contracting officer and is thereafter periodically 
reviewed to determine that the actions taken by the prime contractor 
are consistent with the plan. This procedure results in other benefits. 
For example, in one case the Army Ballistics Missile Agency was able 
to furnish to the system prime contractor the names of five sources 
capable of performing work which he had proposed to do himself. 
This enabled the prime contractor, and subsequently the Army, to 
save a substantial sum. 

I would like to make an interjection here, gentlemen, to point out 
that what I have been describing here is a system with the prime con- 
tractor which must be agreed upon prior to the placing of the contract. 
In other words, it must be a contractual relationship that we can do 
all these things, and we can require all these things. Otherwise, we 
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would be in the position of requiring the contractor to do something 
on which he had not agreed and we would relieve him of responsi- 
bility. And, of course we must not do that. But when we enter into 
his subcontracting structure, it must be on a prior understanding that 
we can do so and that he retains the responsibility for the final 
product. : 

Mr. Rivers. Could I ask the Secretary a question? 

Secretary JoHnson. Yes, sir. 

Mr. Rivers. At another hearing we had on the airframe industry, 
I think it was, Mr. Courtney, we had allegations to the effect that cer- 
tain of the contracting officers of one of the departments found in. 
many instances a contracting officer sitting across the table fromm some 
very high-priced, highly experienced men, totally out of his realm of 
capability, with whom he could negotiate. In other words, you would 
have a lower-paid man in the Government who had to do business with 
a high-powered man in industry. 

' Are you cognizant of that? Are you conscious not to let a condition 
like that entail in your shop, Mr. Secretary. 

Secretary Jounson. I am, Congressman Rivers, I am very con- 
scious of it. And one reason that I am is because I have been on the 
other. side of the table. I have sold to the Government. And that 
allegation is simply not so in my own experience. That is, in relation 
to any contract of any importance. The contracting officer—there is 
such an individual. He has an authority, but he is surrounded by a 
group of people, that is, a team of people, who are very capable people, 
with long experience. And his final decisions in important contracts 
are reviewed at various levels, sometimes as many as five or six differ- 
ent levels, up to my office. 

So the idea that the contracting officer is being overcome by the 
skills and experience of an individual who is dealing with him is 
not so. 

Mr. Rivers. I just wanted you to have a chance to make that state- 
ment. 

Mr. Vinson. Go right ahead, Mr. Secretary. 

Secretary Jounson. Under the breakout program, components and 
subsystems originally supplied by the prime contractor are established 
in design as soon as possible, thus enabling subsequent procurements 
of these items by competitive means. To date, this program has been 
applied primarily to missile systems. During the past year, system- 
atic phased breakout programs have been established for all missiles, 
except those still in the early stages of research and development or 
still undergoing major design changes. 

Breakout of stabilized items can sometimes actually precede the 
placement of research and development contracts. Before contract- 
ing for the design and development of a new system, existing sta- 
bilized items are identified as capable of use in the new system and 
provision for their use is made accordingly. Also, if components 
and subsystems are susceptible of separate development, they are iden- 
tified for separate procurement from sources other than the system 
prime contractor. In the Pershing system, the capabilities of 20 
Government agencies and 97 prime contractors are thus being utilized, 
in addition to the system prime contractor. The products and 
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services of all these are brought together under the overall direction 
of the Army Ordnance Missile Command. 

We have cited the Pershing system several times here, gentlemen, 
because it is the latest complicated system that we have placed, and 
these things have all been applied in the procurement of this system. 
- The system prime contractor is also required to prepare and fur- 
nish drawings and documentation in accordance with a prescribed 
schedule. For example, in connection with the Pershing contract, 
the system prime contractor will furnish lists of production equip- 
ment, plant layouts, flow charts, routing sheets, bills of materials, 
and names of suppliers, so that qualified manufacturers would be able 
to produce subsystems or components of the Pershing missile. 

In addition, the Army maintains at the plants of system prime 
contractors resident staffs who, in addition to other duties, insure 
that items are broken out as soon as possible, and that necessary docu- 
mentation is available when needed. The magnitude of this pro- 
gram can be appreciated from the fact that the Army Rocket and 
papa Missile Agency currently has more than 800,000 drawings 
in its files. 


TRAINING AND QUALIFICATION OF PROCUREMENT PERSON NEL 


It is axiomatic that the quality of the procurement job, or any other 
job, depends upon the competence of our personnel engaged in per- 
forming the job. The Army has therefore placed special emphasis 
on securing the best qualified personnel for work in the procurement 
field. Minimum qualifications havé been established for the appoint- 
ment of personnel as contracting officers. Contracts of larger dollar 
value, those over $100,000, are executed by the more senior personnel. 

Both military and civilian personnel make up the procurement 
team. Military and civilian career programs have been established 
to maintain and increase the competency of our personnel. The mili- 
tary program is sponsored by the Deputy Chief of Staff for Logistics. 
Similarly, a logistics civilian career management program has been 
established and implemented by the technical services. Specifically, 
procurement and related career field programs are underway for 
procurement officers, contracting officers, and acceptance inspectors. 

In line with these career progranis, we are continuing our emphasis 
on training of our personnel. I would like to briefly mention several 
of our actions along these lines. During the fiscal year 1959, 1,117 
military and civilian personnel received advanced management train- 
ing at the Army Logistics Management Center in the areas of pro- 
curement, supply, requirements, maintenance and property disposal. 
A new course on specifications management has recently been added. 
A total of 1,240 students have been programed for these courses dur- 
ing the present fiscal year. Secondly, we arrange and participate in 
procurement conferences and seminars. Third, correspondence 
courses on procurement have been developed and are offered by the 
Army schools. Fourth, military and civilian personnel are sent to 
civilian colleges and universities for specialized training related to. 
procurement. 
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These are some of the ways in which the Army is continuing to in- 
crease the competence necessary to deal with the complicated prob- 
lems of Army procurement. 

CONCLUSION 


In this presentation, I have illustrated some of the methods, policies, 

and procedures by which we manage the Arey's procurement pro- 

m. I have also pointed out some of our problems and what we are 
oing about them. 

And we will be very pleased, Mr. Chairman, to attempt to answer 
any questions that the committee may have. 

Mr. Vinson. Thank you very much, Mr. Secretary. 

The.committee appreciates your frank and candid statement. 

Now, Mr. Secretary, just a few questions from me, please, sir. 

Now, you operate under the direction, authority of the Deputy 
Secretary for the Office of Supply and Logistics of the Department 
of Defense ? 

Secretary Jounson. The policy direction, yes, sir, come from there. 

Mr. Vinson. The policy direction. They formulate the policy and 
they issue certain regulations that guide you in making the contracts? 

ecretary JOHNSON. Yes, sir. 

Mr. Vinson. Then, having obtained that authority, as well as the 
inherent authority, as spoken about by the General Counsel, then 
— break down your procurement in the different channels in the 

rmy? 

Saaaiene JoHNSON. Yes, sir. 

Mr. Vinson. And from your office emanates the Deputy Chief of 
Staff for Logistics? 

Secretary Jonnson. Yes, sir. 

Mr. Vinson. And his jurisdiction is set out and well known. 

Then the Chemical Corps and the Corps of Engineers and Ord- 
nance Corps and Signal Corps and the Transportation Corps and 
the Quartermaster Corps and the Army Medical Service make the 
contracts, under your supervision, cognizance and surveillance? 

Secretary Jounson. Yes, sir, that is correct. 

Mr. Vinson. And that is the way the contracts are made? 

Secretary Jounson. There are also contracts made in the Continen- 
tal and oversea Armies. 

Mr. Vinson. Yes. 

Secretary Jounson. Generally speaking, small contracts—local 
contracts. 

Mr. Vinson. Yes. 

Now, in your statement—I want to clear this up—you stated the 
types of contracts, on page 4, and then the type of contracts used, 
whether a fixed-price type or a cost-reimbursement-type contract. 
That is the most prevalent contract that you enter into, is it not? 

Secretary Jounson. Which—— 

Mr. Vinson. Number one, of the types of contracts used, that is, 
whether a fixed-price type or a cost-reimbursement-type contract. 

Secretary Jounson. Yes, sir, Mr. Chairman, those are two different 
types. 

Mr. Vinson. I know they are two different types. 
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Secretary Jounson. And those I believe cover the only type of con- 
tracts that we enter into, those two types. 

Mr. Vinson. That is right. Those are the only two types. 

You do not use what has been discussed here as the incentive-type 
contract. 

Secretary Jounson. No, sir. 

Mr. Vinson. Now, why do you not use that ? 

Secretary Jounson. I want to correct one thing. I don’t know 
whether this was given to the committee or not, but in the run of our 
types of contracts off the machine, it showed up that about half of 1 

reent that we were using were incentive. Actually, we haven’t any 
incentive. We checked this back. This was an error somewhere in 
the injection of the information in the machine. 

Mr. Vinson. All right. 

Then why do you not use the incentive-type contract ? 

We had the explanation from Mr. Bannerman: Because you did not 
deal with aircraft. But you are dealing with missiles—you are deal- 
ing with the Pershing, and other missiles. Why do you not use the 
incentive-type contract ? 

Secretary Jounson. Mr. Chairman, I was here during the latter 
part of this discussion. 

Mr. Vinson. Yes, sir. 

Secretary Jonnson. May I say first, before I answer your question, 
that I am not.taking the position that there may not be types of con- 
tracts or types or production problems or types of performance prob- 
lems where the incentive contract might be useful. I don’t know that. 
And ea not taking the position that that is true, that it is not useful 
anywhere. 

Mr. Vinson. Well, if it is used in missiles for the Air Force and 
the Navy, why would it not be a good contract for use for missiles for 
the Army ? 

Secretary Jounson. I will now directly answer your question. The 
other was just a remark. 

We don’t use the incentive-type contract because in our procure- 
ments—and we have examined this question many times over several 
years—we haven’t found any procurement where we believe the in- 
centive-type contract would he advantageous to the Government. 

Mr. Vinson. I want you to repeat that. I want that in the record 
twice. 

Seeretary Jounson. Well, we have examined the question of using 
incentive-type contracts many times.over the last several years. And 
I want to check this with General McMorrow. 

General McMorrow. This is correct. 

Secretary Jounson. That is correct. It is a correct statement. 

And we have not been able to find a type of contract, or a contract, 
or a contractual relationship in the Army procurement where we be- 
lieve that the incentive-type contract would insure an advantage to 
the Government. 

Mr. Vinson. In other words, from your examination of the incen- 
tive-type contract, being applicable to the Army, you do not find in 
any area where the results would be a less-cost article ? 

Secretary Jounson. May I rephrase your question to me a little 
bit, Mr. Chairman ? 
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Mr. Vinson. Rephrase it, just so you get the same answer I am 
looking for. 

Secretary Jounson. We do not find any area in which we believe 
that an incentive-type contract would insure an advantage to the 
Government. 

Mr. Vinson. Thank you very much. 

Now, Mr. Secretary, we have a very important bill on the floor 
today, the housing bill, which would authorize additional credit of 
a billion dollars to build houses, and we are all deeply concerned about 
the solvency and the adequacy of homes. So we will have to take a 
recess now until tomorrow morning at 10 o’clock. 

And I will: respectfully ask you to please return, you and the 
general, 

And all of the Navy witnesses be here. Because in view of this 
splendid statement of the Secretary, I do not think there will be many 
questions. 

But we do want to make a fine record on this splendid statement 
that the Secretary has submitted. } 

Secretary Jounson. Thank you, Mr. Chairman. 

Mr. Vinson. We will take a recess until tomorrow morning at 10 
o’clock. 

Secretary Jonson. We will be here. 

(Whereupon, at 11:48 a.m., the subcommittee adjourned, to recon- 
vene at 10a.m., Friday, April 29, 1960). 
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PROCUREMENT PRACTICES IN THE DEPARTMENT OF 
DEFENSE 


FRIDAY, APRIL 29, 1960 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SpPecIAL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
IN THE DePARTMENT OF DEFENSE, 
Washington, D.C. 


The subcommittee met at 10 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. Let the committee come to order. 

Now, Mr. Secretary—Mr. Secretary, please come around. 

Secretary Jounson. Yes, sir. 

Mr. Vinson. Now, yesterday, when the committee took a recess, we 
were discussing the incentive-type contracts. I have no further ques- 
tions along that line of contracts to ask you. 

But I do want to refer to your statement on page 4, where you state 
that the Army uses two types of contracts, a fixed-price type and a 
fixed-fee, cost-reimbursement type. 

Secretary JoHnson. Yes, sir. 

Mr. Vinson. Those are the only two types of contracts you use as 
a rule, is that correct ? 

Secretary Jonnson. Yes, sir. 

Mr. Vinson. Am I correct in that, now? 

Secretary Jounson. Yes, sir. 

Mr. Vinson. No doubt about that classification. Two contracts, 
the fixed-price contract and the fixed-fee, cost-reimbursement-type 
contract. 

Secretary Jounson. Yes, sir. 

You see, a fixed-type contract means it can be a fixed price—price 
redetermination is one type of a fixed-price contract. 

Mr. Vinson. Yes. 

You will see in our chart, on page 6 of our chart—we stated the types 
of contracts, classified by method of compensation. 

Secretary Jounson. Yes, sir. 

Mr. Vinson. And we broke down all the different broad names of 
types of contracts: firm fixed-price, fixed-price-redeterminable, fixed- 
price incentive, fixed-price with escalation. 

Now, the cost-reimbursement-type contracts, And then there is 
one with no fee, and a fixed-price contract cost reimbursement, as the 
contracts in use then. You use two types of contracts. Now, that 
is correct, isn’t it? 

Secretary Jounson. Yes, sir. 

Mr. Vinson. All right. 
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Now, in reference to fixed-price type, will you describe for the 
record what type of contract that is? 

Now, we write a definition in our chart, on page 6, where we say— 

A firm fixed price for a specified item for a specified price, not subject to 


price adjustment, used always in formal advertising but may be used in 
negotiation. 


That is the correct definition that you use? 

Secretary Jounson. Yes, sir. Mr. Chairman, in this regard, I will 
try to answer your questions in this respect to the very best of my 
ability. But I would like the opportunity to refer to General 
McMorrow and Mr. Kintisch to supplement anything that I might 
ae I don’t give it all. 

r. Vinson. All right. Any comments you want to make with 
reference to an explanation of what you classify a fixed-price-type 
contract to be; is our definition satisfactory to you, in our chart? 

General McMorrow. Yes, sir. 

Mr. Vinson. All right. 

Now, then, the other kind of contract is a fixed-fee contract with 
a cost reimbursement attached to it, is that correct ? 

General McMorrow. That is correct, sir. 

Mr. Vinson. Now, give the committee some information as to what 
type of contract that is. You agree on a fee and agree to pay all the 
costs, is that it ? 

General McMorrow. That is correct, sir. 

Mr. Vinson. That is all it is, isn’t it? 

General McMorrow. That is all. 

Mr. Vinson. And you pay all the costs, plus a fee? 

General McMorrow. That is correct. 

Mr. Kintiscu. Up to a ceiling. 

Mr. Vinson. Those are the only two contracts in the Army. 

Mr. Kintiscu. Mr. Chairman, there can be a ceiling on those costs. 

Mr. Vinson. Oh, yes, I understand that. Oh, yes, you have a ceil- 
ing on the whole thing, yes. But that, broadly speaking, is the types 
of contracts? 

[General McMorrow nods. ] 

Mr. Vinson. Now, then, you say on page 4, in considering your fee, 
you use this language: 

The following factors are among those considered in arriving at a fair and 
reasonable price, profit and fee. 

Now, this has no application to a fixed-price-type contract because 
that is positive in selling ? 

General McMorrow. That is correct. 

Secretary Jounson. That is correct, Mr. Chairman. 

Mr. Vinson. Now, then, take No. 2. 

Now, these are factors that you take into consideration in doing 
but one thing, and that is to fix the fee, isn’t that correct? 

Mr. Kintiscx. No, I don’t thing so, no, sir. 

General McMorrow. No, sir. 

T believe you are referring to paragraph 7, Mr. Chairman, under 
which we are talking here about the way we analyze the fixed overall 
price which has been submitted to us, and in analyzing that price to 
find out whether this fixed price is a proper one or not, we obtain 
breakdowns as to the actual direct labor, the engineering labor that the 
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contractor is charging for, and the other elements making up this fixed 


rice. 
F Mr. Vinson. All right. 

General McMorrow. And by analyzing these, we then determine 
whether that fixed price is a proper fixed price or is not. 

Mr. VINson. kel reaching the decision as to the proper price, the 
fixed price, these are the criteria you use, which are set out 2, 3, 4, 5, 
6 and 7? 

General McMorrow. That is correct, sir. 

Mr. Vinson. Good. 

Secretary Jonnson. This is under negotiation. 

Mr. Vinson. This is on a cost-reimbursable ? 

Secretary Jonnson. No, it is a fixed price, negotiated fixed-price 
contract. 

Mr. Kintiscw. That is right. 

Mr. Vinson. Then these standards you set out—then that is only 
used with reference to the fixed-price-type contract, then ? 

General McMorrow. We review those standards on both types of 
contracts. 

Mr. Vinson. That is what I was thinking. 

General McMorrow. These standards apply on both types. 

Mr. Vinson. That is right, to both types. 

(Mr. Bates aside. ) 

Mr. Vinson. As Mr. Bates just suggested, you use this criteria and 
this standard whether it is a fixed-price type or a fixed-fee, cost reim- 
bursable? 

General McMorrow. That is correct, Mr. Chairman. 

Mr. Vinson. These factors are taken into consideration ? 

General McMorrow. Yes, sir. 

Mr. Vinson. Now, that requires a great deal of auditing, does it not, 
to get this information? For instance, the first one is—you say: 

Performance and financial risk taken by the contractor ; 

Second, the character and extent of the contractor under.the make-and-buy 
program and proposed subcontracts. 

You have to know something about the man’s business ? 

Secretary Jonnson. Yes, sir. 

Mr. Vinson. And you get that from your auditors? 

Secretary Jounson. And this is where the contracting officer’s team 
comes in. 

Mr. Vinson. All right. 

Secretary JoHnson. He has accountants and lawyers and industrial 
people on his team. 

Mr. Vinson. Now, right in that connection, for the record, I want 
you to put in the record how many people are associated or con- 
nected in the Army with procurement and auditing, so you will have 
all the information to know whether the price that he submitted is a 
proper price. 

Secretary Jounson. In order to be sure that this is absolutely cor- 
rect, may we submit it later for the record ? 

Mr. Vinson. That is right, put it in the record, don’t you see? 

Secretary Jounson. Yes. 

Mr. Vinson. I judge you have a great many, do you not? 

Secretary Jounson. Yes, there are a lot of people. 
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Gesieinal McMorrow. May I clarify that requirement, Mr. Chair- 
man ¢ 

As I understand what you desire here, you do not want the overall 
total number of people that we have in the Army system, but you 
want the number that would be involved in the negotiation ? 

Mr. Vinson. That is right. 

General McMorrow. Of a single major contract ? 

Mr. Vinson. That is right. 

General McMorrow. As an average. 

Mr. Vinson. I am going to get that same information from each 
one of the other departments. I am driving to see what scrutiny and 
surveillance is exercised in determining all these factors, to see how 
well you are policing it, in plain language. 

Secretary Jonson. Mr. Chairman, General McMorrow has under- 
stood your requirement differently than I did. 

Now, I want to be certain. I thought you wanted to know 

Mr. Vinson. I am going to curtail it to his understanding, to the 
General’s understanding. 

Secretary Jounson. OK. Fine. 

Mr. Vinson. The form of question was a little broad. 

(The information requested follows :) 





PERSONNEL INVOLVED IN THE NEGOTIATION AND APPROVAL OF CONTRACTS 


The contracting officer is the duly designated official who is “authorized to 
enter into contracts for supplies or services, in accordance with procedures 
prescribed by the Department concerned, on behalf of the Government and in 
the name of the United States of America, whether by formal advertising or by 
negotiation or by coordinated or interdepartmental procurement as provided 
herein” (ASPR 1-402). 

Only persons who have been determined to possess the required attributes, 
including training, experience, judgment and maturity are designated as con- 
tracting officers. In the Department of the Army, contracts over $100,000 may 
be signed only by contracting officers of the grade or rank of GS-12 or major, or 
higher, except by special authorization. 

The contracting officer involved in the larger procurements is assisted and sup- 
ported by a team of experts, whose advice and counsel covers the entire procure- 
ment area. While the contracting officer engaged in procurement of the more 
complex equipments is required to be specially qualified, he is not expected or 
permitted to carry out his responsibility alone and unaided. 

Although all of the specialists on the contracting officer’s team may not be 
involved in every procurement action, at one time or another, each is called upon 
for his expert advice and guidance. 

The negotiator is the principal assistant to the contracting officer. His respon- 
sibility includes helping to plan the procurement, Oversee preparation of the 
solicitation for proposals, prepare necessary determinations and findings, plan 
with other members of the contracting officer’s team for the negotiations with 
prospective contractors, attend or conduct the negotiaions, obtain necessary 
approvals, and in general advise and assist the contracting officer until execution 
of the resulting contract. 

Other members of the contracting officer’s team and general statements of their 
functions are: 

Commodity engineer: Assures adequacy of the procurement data for solicita- 
tion of proposals, assists in selecting technically qualified sources for solicitation, 
evaluates technical aspects of proposals received from offerors, including tech- 
nical qualifications of prospective contractors, and acts as technical advisor to 
the contracting officer during negotiations. 

Price analyst: Reviews and analyzes cost breakdowns submitted with pro- 
posals to determine reasonableness of the several elements of proposed prices and 
assists the contracting officer in the negotiations as to pricing of contracts. 

Auditor: Examines prospective contractors’ books and records when necessary 
to corroborate cost estimates and to determine the adequacy of their accounting 
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systems to sustain cost-reimbursement and price redeterminable type contracts 
and furnishes advisory reports and assitance to contracting officers. 

Legal counsel: Reviews proposed solicitations and resulting contracts to assure 
compliance with applicable laws and regulations, and reviews and often assists 
in the preparation of contractual documents to assure that they contain provi- 
sions evidencing the agreement between the parties. 

Patent adviser: Reviews proposed contracts and awards when patent problems 
are present and advises and assists the contracting officer and his associates with 
respect thereto. 

Small business adviser: Reviews proposed procurements to determine whether 
they afford an equitable opportunity for small business, and advises and assists 
the contracting officer in the carrying out of the small business program. 

Production expert and industrial specialist: Reviews prospective contractors’ 
proposals and examines their facilities, advises the contracting officer as to the 
adequacy of the contractors’ facilities for performance of the proposed contracts, 
and arranges for the furnishing of necessary Government tools and equipment 
where required. 

Packing and packaging specialist: Reviews proposed solicitations to insure 
that proper specifications for packing and packaging are included and assists 
in the evaluation of proposals with respect to the packing and packaging ele- 
ments of proposed prices. 

Transportation and traffic management officer: Reviews proposed solicitations 
to insure that the traffic and traffic management requirements for delivery of 
material are properly set forth and assists in the evaluation of proposals with 
regard to the transportation elements of proposed prices, furnishes estimated 
cost of transportation to contracting officer. 

Preaward surveys are made by specialists who determine the financial, tech- 
nical, and production capabilities of proposed contractors prior to or in connec- 
tion with the negotiation of contracts. The individuals involved in such surveys 
are the production expert and industrial specialist, financial analyst (who re- 
views contractors’ financial condition and capability to finance the proposed con- 
tract) and the commodity engineer. The equipment inspection adviser is re- 
sponsible for determining the adequacy of the proposed contractor’s quality 
assurance operations to assure requisite quality of the manufactured product. 

Business review.—After negotiations are completed by the contracting officer, 
the negotiator, and the other members of the negotiating team, proposed awards 
are reviewed to assure that they comply with applicable laws and regulations 
and are sound business transactions. This type of review is accomplished in 
several different ways in different organizations, but the end result of each is 
. determination that the proposed award is sound from the business point of 
view. 

Approvals.—Procurements are reviewed and approved at varying level de- 
pending on the dollar value of the action. Commanders of field central purchas- 
ing offices may generally approve contracts up to $1 million. Heads of the 
procuring activities (the chiefs of the technical services and the commanding 
generals of the Zone of Interior and oversea armies are heads of the procuring 
activities) approve contracts up to stipulated sums, which vary among the 
technical services. Proposed awards exceeding those amounts are reviewed and 
approved by the Deputy Chief of Staff for Logistics. 

The Assistant Secretary of the Army is notified of certain larger contracts 
as well as contracts in stipulated areas. The very large contracts thus reach 
the highest levels in the Department of the Army for review and approval prior 
to award and execution of the contracts. 

In summary, depending upon differences in organization and the commodities 
being procured, there is involved in the negotiation of a representative major 
procurement a total of from 7 to 10 individuals, who comprise the contracting 
officer’s team. After the negotiation is completed, review of the proposed award 
is made by a group of three or four top level people in the purchasing office. 
The recommendations of all these specialists are considered by the contracting 
officer in arriving at his decision. Thereafter the procurement is reviewed and 
approved by the commander of the purchasing office before transmission to the 
office of the chief of the technical service, in case approval is required at that 
level. In the office of the chief of technical service, about 8 to 10 people are 
involved in the review of various aspects of the procurement. If the procure- 
ment is of such an amount or nature as requires approval in the office of the 
Deputy Chief of Staff for Logistics, 7 to 10 people in that office, including the 





9244 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Director of Procurement, are involved in the review and approval of the pro- 
curement. If the transaction requires being brought to the attention of the 
Assistant Secretary of the Army (Logistics), about three to five people, in- 
cluding the Assistant Secretary, are involved in its review and approval at that 
level. If other elements of the Department of the Army headquarters are in- 
volved, these are also consulted. Thus, a total of 28 to 39 people are normally 
involved in a representative major procurement. 

Mr. Vinson. Now, the next thing I want to clear up is this. I am 
very much impressed with this statement. Now, on page 7 you said 
this: 

We have reviewed our experience during the fiscal year 1951 on the redetermi- 
nation of 295 contracts. It is interesting to note that the revised contract price 
totaled $631 million, against an estimated target price of $656 million. 

Now, as I interpret that, the first price was thought to be in the 
neighborhood of $656 million, is that correct ? 

Mr. Kintiscn. Yes. 

General McMorrow. Correct, sir. 

Mr. Vinson. Then when the article was turned out and the cost 
factors were applied against the articles, it only cost $691 million. 

Secretary JoHNson. $631 million. 

Mr. Vinson. $631 million. 

Secretary Jounson. Yes, sir. 

General McMorrow. Yes, sir. 

Mr. Vinson. Therefore, that was a $25 million saving to you in the 
article that you obtained ? 

Secretary Jounson. Yes, sir. You said when the article is turned 
out. I think to make that absolutely correct, we should say at a point 
during the manufacturing proceedings we went through a redetermi- 
nation procedure—— 

Mr. Vinson. That is right. 

Secretary Jounson. And determined what the price should be from 
the results. 

Mr. Vinson. All right. Then that is what it cost you. 

Secretary Jounson. Yes; that is right. 

Mr. Vinson. That is what it cost you, don’t you see ? 

Then when you use the expression when the article was turned out, 
it cost you $631 million, against what you first anticipated it would 
cost, which was $656 million, that is $25 million. 

Now, isn’t that the same basis that they make incentive contracts on, 
‘a target price? 

Now, let’s take your 295 contracts. Your target price was so much, 
and you thought your articles would cost you $656 million, but when 
they were produced, they only cost $631 million. Now, if that had 
been an incentive-type contract, then there would have been a reduced 
cost to the Government of $25 million, would there not? 

General McMorrow. Yes, sir. 

Mr. Kintiscu. Yes, sir. 

Mr. Vinson. And under the formula of 80-20, the contractor would 
have received $4 million for the incentive of reducing the cost. 

General McMorrow. Yes, sir. 

Mr. Vinson. That is right, 20 percent of the saving of $25 million. 

Now, at the same time, he would have had a profit of 8 percent in 
the target price, of $656 million. 
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Secretary JoHnson. May I ask Mr. Kintisch to comment on this, 
Mr. Chairman ? 

Mr. Vinson. I am just using your figures to show the danger of 
incentive contracts. 

Mr. Kintiscu. Sir, without arguing the pros and cons about incen- 
tive contracts, I would like to explain how it works in price rede- 
termination. 

The same $631 million that we came out on as the revised price might 
well have been the revised price on incentive contracts. 

However, what we did was to negotiate with the contractor based 
upon his actual costs and gave him a profit based upon his actual cost, 
which came out to a total of $631 million. We would not, under in- 
centive-type contracts, have necessarily divided the $25 million be- 
tween $631 and $656 million with the contractor. 

Mr. Vinson. Why wouldn’t you? Because your target price—you 
used the words “target price”—was $656 million, and the articles actu- 
ally cost $631 million. 

Mr. Krntiscu. The price—yes, sir. The price that we paid was $631 
million. 

Mr. Vinson. That is right. 

Mr. Krntiscxu. Now, in redetermining the price of $631 million, we 
took into consideration the efficiency and the economies shown by the 


contractor. 


Mr. Vinson. That is right. 

Mr. Krintiscu. And this is what is done on incentive contracts, too. 

Mr. Vinson. That is right. 

Mr. Kintiscu. So that the net of $631 million that we came out with 
might be around what it would have come to under incentive contracts. 
We don’t know. 

Mr. Bates. That all depends upon what the original price was. 

Mr. Kintiscu. The difference is that in incentive contracts the sav- 
ings would have been divided by a formula, whereas, in price redeter- 
mination, the savings are divided by negotiation between the Govern- 
ment negotiator. 

Mr. Vinson. I can’t understand it. 

General McMorrow. We may be getting the point: confused. 

I think the point Mr. Kintisch is trying to make is that the basis 





on which the saving would be calculated in an incentive-type contract 


might change, depending upon the clause used. ? ! 
In other words, it is possible that the services which use the incentive 


contracts might calculate their saving based only on the net price 


before profit. But since we do not use the incentive contracts in the 
Army 

Mr. Vinson. Allright. I am just using your figures to demonstrate 
that you set the target price on—now, let’s use it again—you set the 
price at $656 million. That is what you thought, when you signed the 
contract, that it might cost the Government to produce these articles. 

Mr. Kintiscu. Yes, sir. 

Mr. Vinson. Isn’t that correct ? 

General McMorrow. That is correct. 

Mr. Vinson. All right. When they were produced, then they only 
cost $631 million. 

Secretary Jounson. That is right, 
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Mr. Vinson. Now, if that had been an incentive contract, the con- 
tractor said, “On account of my reduction of the target price, of some 
$25 million, I am entitled to 20 percent for having brought about a 
reduction from the target price.” 

Now, that is what the incentive contract is. Plus, at the same time, 
he would have had his profit of 8 percent in the target price, of $656 
million. 

Now, that is all I have. I just wanted to use your figures to show 
that an incentive-type contract is not, in my judgment, the best way 
to make a contract, to bring about a lower cost article. 

Mr. Bares. Let him comment on that, Mr. Chairman. 

Secretary Jonnson. Mr. Chairman, in all fairness, I have to make 
one other statement about this. 

The profits in this contract are included in both of those figures, 
and therefore in the 631 we may have already paid the contractor 
an extra profit because he got his reduction. We may have paid it 
within that figure, rather than on top of it. 

I think it is only fair that I should say that. 

Now, we have, of course, an analysis of every one of these contracts. 

Mr. Vinson. Well, we can sum up, as far as the Army is con- 
cerned : 

You think your method of making contracts is a very satisfactory 
method to obtain for the Government the lowest price possible for 
the article purchased ? 

Secretary Jounson. We believe it is for our contracts; yes, sir. 

Mr. Vinson. That is right. Now, what is the total dollar value 
of contracts that you entered into during the last fiscal year, under 
the two types of contracts that you have made, some $6 or $7 billion? 
Your appropriation is some $7 billion, my recollection is. And of 
course you don’t make any contracts for your salaries and things 
of that nature. In the Army, what is the total dollar value of your 
contracts that fell within these two classes of contracts? 

Put that in the record. 

Mr. Kintiscu. Sir, I think it is already in the record. You put 
them in the record yourself. 

But I would like to mention that actions of $10,000 or over, accord- 
ing to the table in the record is $4,961 million total. 

r. Vinson. All right. 

Mr. Kintiscu. Of which the fixed-price type comes to $3,161 
million, and the cost-reimbursement type comes to $1,799 million. 

Mr. Vinson. Then, the Army made contracts involving approxi- 
mately $5 billion, under these two type contracts, in the last fiscal 

ear? 
7 Mr. Kintiscxu. That is right; yes, sir. 

Mr. Vinson. All right. Now, is there any question from any mem- 
bers of the committee to the distinguished Recehiily and his able 
assistants ¢ 

Mr. Bares. I would just like to ask about the percent allowed. 

Now, this 814 percent of the target price, now, based upon—— 

Mr. Vinson. "That was the original figure. 

Mr. Bates. Yes. That was 81% percent now. 

Nevertheless, when you come out with the $631 million, you come 
down to 7.6 percent allowed. 
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General McMorrow. Yes, sir. 

Mr. Bares. Is that correct ? 

General McMorrow. That is correct. 

Mr. Bares. So you don’t give an automatic percent allowance. 

Mr. Vinson. Nota bit. 

Mr. Bares. On the contract. 

General McMorrow. No, sir; we definitely do not. 

ae. So what you actually do, then, is negotiate the dollar 

rofit 
. Mr. Vinson. That is right. 

General McMorrow. That is correct. We negotiate the dollar 
profit, as well as the cost. 

Mr. Bares. Yes. 

General McMorrow. And in those places where our contracting 
officer feels that the risk undertaken by the company was actually 
less than the risk initially thought the company was going to under- 
take—in other words, we have Toon able to find cabled subcompo- 
nents or other things which relieve the design responsibility—we 
negotiate a lower profit. 

Mr. Bares. So the difference between this and the price incentive 
is not as apparent as I thought it was. In other words, with a reduced 
price, it is possible for a contractor to get a larger profit for doing 
a good job. 

General McMorrow. Yes, sir. 

Secretary Jounson. I think that is brought out in my statement, 
Congressman. 

Mr. Bates. Yes. So under either system, you have an incentive to 
do a good job. 

Mr. Kintiscn. Yes, sir. 

General McMorrow. Yes, sir. 

Mr. Bates. And you get paid for it accordingly. 

Secretary Jounson. That is correct; yes, sir. 

Mr. Bares. One under a specific formula, in the case of the incen- 
tive-type contract, and in your case through negotiation. 

General McMorrow. That is correct. 

Secretary Jounson. Yes, sir. 

Mr. Vinson. Now, just two more questions I want to ask. 

Put in the record the number of contracts that have been renegoti- 
ated by the Renegotiation Board resulting from your two types of 
contracts. Have there been any ? 

Mr. Kintiscn. Sir, this information would have to come from the 
Renegotiation Board, since they renegotiate not only Army contracts 
w the total business done by our contractors, Army, Navy, and Air 

orce. 

Mr. Vinson. You do not have that information ? 

Mr. Kintiscu. We don’t have the information; no, sir. 

General McMorrow. We do not have it. 

Secretary Jounson. No, sir. 

Mr. Vinson. Get that. Mr. Courtney, be sure to make a note. 

Now, I want to ask one more question. 

Now, when you make a prime contract with X firm, and at the 
time you make the contract, he indicates that a large portion of the 
components are going to be subcontracted for—you follow me? 
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General McMorrow. Yes, sir. 

Mr. Vinson. All right. 

Now, do you know at what price he is going to pay for the compo- 
nents or do you permit him to make a profit on the components that 
he buys from his subcontractors ? 

General McMorrow. Mr. Chairman—may I answer this, sir? 

Secretary JoHnson. Go ahead. 

General McMorrow. Mr. Chairman, when we are making any one 
of our major contracts, we require that the contractor in his proposal 
submit the source and cost of each component which he proposes to 
purchase under subcontract when the value of that particular compo- 
nent is over $25,000. 

We then have our price analysts verify his figures through our 
audit agency checking the prices that he had actually obtained from 
his subcontractors. 

Mr. Bates. Obtained at what point? 

Mr. Vinson. Initially ? 

General McMorrow. At the initial point at which the contractor 
has gone out and determined what his source of supply could be and 
at what price they would supply. 

Mr. Vinson. Then you only check at the initial submission by the 
prime contractor, of his business ? 

General McMorrow. No, sir; we do not. 

Mr. Vinson. Then do you audit the cost to the prime contractor 
later on, as to what the actual articles that are subcontracted were 
charged for? 

General McMorrow. We definitely do that, Mr. Chairman. We 
have our audit people check actual payment vouchers against incom- 
ing material. 

Mr. Vinson. Then you do not permit the prime contractor to make 
a profit on the article he buys from his subcontractor? 

Secretary Jonnson. Oh, yes, sir. 

General McMorrow. Yes, sir; we do. 

Secretary Jonnson. Yes, Mr. Chairman; the article he buys from 
the subcontractor becomes part of his material cost, and the cost, the 
total cost of his contractor are subject to a profit. 

Now, in the case of some very large subcontracts, we negotiate with 
the prime contractor, and he makes a lesser profit on the subcontract 
than he does on the part that he does himself. But he does make a 
profit on his subcontracts. 

Mr. Vinson. Then, the prime contractor, buying a large number 
of the articles he needs to make up his article that he is selling—he is 
permitted to make a profit or charge you a profit against what he has 
bought ? , 

Secretary JoHnson. Yes, sir. 

Mr. Vinson. Now, as a rule, what percent does that run? — 

Secretary Jounson. Well, his profit, on his overall costs, which in- 
cludes the cost of his subcontractors, as indicated here, is somewhere 
around 7 or 8 percent. This may be a combination of a higher profit 
on work that he does himself or that he gets from small subcontractors 
where he has an awful lot of administrative work to do, and a lower 

rofit on the work that is done for him by some very large contrac- 
tors. It may be that. 
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Mr. Vinson. Mr. Courtney, do you have any questions? 

Mr. Courtney. No, thank you. 

Mr. Morris. Mr. Chairman, I would like to ask one question, please. 

Mr. Vinson. Mr. Morris. 

Mr. Morris. I am a little confused about it. As I understood, 
when you first started, you said that the Army did not use incentive 
contracts. 

Secretary Jounson. That is right. 

Mr. Morris. Is that correct? 

Mr. Krntiscu. This is correct. 

Mr. Morris. Have you used any at all in the past ? 

Secretary Jounson. Not tomy knowledge. 

Do you know of any ? 

General McMorrow. No, sir; not within the duty span of any of us. 
And many of them have been here many many years. We have never 
used these contracts. 

Mr. Morris. Incentive contracts ? 

General McMorrow. We have been able to find, on research, abso- 
lutely no utilization whatever. 

Mr. Morris. May I ask this, Mr. Chairman ? 

As to your comment on this, if you would care to comment on it—it 
might be directed to maybe some of the other services—— 

Mr. Vinson. I didn’t hear you. 

Mr. Morris. I would like to ask their comment on this question, al- 
though it might more properly be directed to other services that do 
use incentive contracts. And maybe it came into the record, but I am 
not sure. 

Just why do you not use these incentive contracts? I think it was 
brought out, but can you make it a little clearer ? 

Now, the Secretary, or Assistant Secretary, who appeared before us 

esterday, told me when I questioned him, that they wanted to retain 
it, and they thought it was a good type of contract. And of course I 
am not in position to say whether it is or is not. But could you tell 
us just why you do not use that, if it is a good contract, or make some 
comment on it ? 

Secretary Jounson. Yes, I think I can, Congressman. And I will 
as fully as possible. Then I will ask my colleagues here to supplement 
if I have left anything out. a! 

We do not use it because of the difficulty of selecting the target. 

Mr. Morris. Selecting the what ? 

Secretary Jonnson. The target. 

Mr. Vinson. The target. 

Mr. Morris. Yes, sir. 

Secretary Jounson. In other words, an incentive contract—if you 
could be sure that your target was in the right place, then you could 
be pretty sure what you were doing. That is our opinion. And in 
relation to our contracts—I am not passing on contracts that others 
make for other products—we feel that there is a considerable danger. 
Of course, the effort of the contractor is always going to be to have the 
target set so that it is very easily attainable. And if he is successful 
in his effort to make the target easily attainable, then he will realize a 
very considerable profit by exceeding the requirements of that target. 

Mr. Morris. Yes, sir. 
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Secretary JoHnson. And we don’t feel that we are able to judge 
the position of the target with sufficient accuracy to run that risk. 

Mr. Morris. Why is it you don’t feel able to do it? Is it because 
you don’t have a sufficient force to go into it? I mean, you have 
personnel. 

Secretary JoHnson. No, there is nothing to go into, except esti- 
mates. 

Mr. Vinson. Nothing but estimates. 

Secretary Jounson. We can estimate, and we do estimate. We 
estimate in the types of contracts that we make. But the price redeter- 
mination contract gives us an opportunity to reach the final results 
based upon actual operations, which is quite different than estimates. 

Mr. Vinson. That is a very fine statement the witness has made. 
And it certainly has powerful weight with me, and I hope it will with 
the committee when it writes its report. Because the more you talk 
about incentive contracts with the Army, the stronger they make a 
good, valid case that it is so uncertain as to target price that it is a 

angerous thing to set a target price. 

Mr. Morris. Mr. Chairman, just as a last question—it will be very 
short. I don’t know whether he would want to comment on it or not; 
but to have investigation onward go, I would just like to ask the final 
question, if you want to comment on it. 

Is the contract they call incentive a gimmick that somebody in- 
vented? The question I would like to know, as investigations onward 

0, is: 
. Does the agreed-upon target reflect reasonable prices in the market, 
that is to say, is there motive, re prices of the subcontractors quoted, 
to put their estimate higher, but reduce when prime contractors buy, 
and thus by a process of collusion, create as to savings an illusion? 

Secretary Jounson. Congressman, since we have had no experience 
whatever with incentive contracts, I can’t answer your question. 

Mr. Vinson. Well, now, you buy the same articles for the Army 
= the other two services buy that use inventive contracts, do you 
not 

Secretary Jounson. Mr. Chairman, we do not buy any aircraft. 

Mr. Vinson. Well, all right. You buy missiles. 

Secretary Jounson. We do buy missiles. 

Mr. Vinson. All right. And they buy missiles. 

(Secretary Johnson nods.) 

Mr. Vinson. And the record shows that they use incentive contracts 
all through the missile program, as well as aircraft. 

Thank you very much, Mr. Secretary and gentlemen, and the other 
distinguished witness. 

Secretary Jounson. Mr. Kintisch. 

Mr. Vinson. We appreciate very much the aid and assistance you 
have given the committee. 

Now, members of the committee—— 

Secretary Jonnson. Mr. Chairman, we are very grateful to the 
committee for the opportunity to have this hearing. And we thank 
you very much. 

Mr. Vinson. Thank you very much, Mr. Secretary. 

Now, the next witness is from the Navy Department, Under Secre- 
tary Mr. Bantz. 
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Mr. Secretary, you have a prepared statement here. You have per- 
mission to sit down and read it and explain it as you go along, so the 
committee can find out what kind of contracts you make. 

Mr. Rivers. Mr. Chairman, on this witness I would be willing to 
waive the “Rivers requirement.” 

Mr. Vinson. Thank you for that relief. 

Secretary Bantz. Pardon me? 

Mr. Vinson. I am just thanking Mr. Rivers for his relief. 

Mr. Rivers. We already know your distinguished background. 

Mr. Vinson. Go right ahead, Mr. Secretary. 

Secretary Bantz. Mr. Chairman and members of the committee, 
may I introduce the men who are accompanying me this morning? 

Mr. Vinson. Each one of you have Mr. Bantz’ statement ? 

Secretary Banrz. Actually, it is Mr. Milne’s statement. I did not 
prepare one. This is Mr. Milne’s statement. 

The reason Mr. Milne is not here this morning is because he ar- 
ranged for an oversea trip many months ago and he is out of the 
country. And Iam pinch-hitting for him. 

The reason I have these gentlemen this morning with me is that 
I have been out of the materiel assistant secretaryship for about a 
year, and I am not quite as familiar with a lot of the involvements 
as I used to be. 

I would like to introduce Admiral Swart, who is the Vice Chief of 
Naval Material; and Mr. Merritt Steger, who is the Deputy of the 
Office of General Counsel of the Navy. 

To my right is Mr. Gene Jones, who is the Assistant in Charge of 
Procurement procedures in the Navy. 

And next to him is Mr. Bill Moore, who is the executive assistant to 
Assistant Secretary Milne. 

Mr. Vinson. All right. 

Now you may proceed, Mr. Secretary. 

Secretary Bantz. Mr. Chairman and members of the committee, 
bear in mind, again, please, that I am reading Mr. Milne’s statement. 
There are some very significant points in it, and that is why I read it. 

As Assistant Secretary of the Navy for Material, I am responsible 
under the Secretary of the Navy for policy, management, and control 
of the procurement, production, supply and distribution of material 
and of the acquisition, construction, management, maintenance, and 
disposition of real estate and facilities. 

I appreciate the opportunity to appear before this committee in re- 
sponse to your invitation to discuss the procurement policies and prac- 
tices of the Department of the Navy, with particular regard to their 
effectiveness in achieving reasonable costs, prices, and profits. 

The Deputy Assistant Secretary of Defense for Supply and Logis- 
tics has informed you of recent actions which have been taken at the 
Department of Defense level to revise, expand, and strengthen the 
Armed Services Procurement Regulation (ASPR) with regard to the 
pricing of defense contracts; in addition, he has described the various 
types of contractual instruments we utilize, including an indication 
of the kinds of procurement situations in which we generally find each 
to be most appropriate. 

I shall widens myself, therefore, to the steps the Navy has taken 
during the past 3 years to implement or complement these changes 
to the ASPR. 
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The changes in military procurement policies and procedures have 
been made during the last few years for two principal reasons: (i) To 
assure that our procurement methods are kept attuned to the kinds of 
material or services we are buying, and (il) to strengthen areas of 
weakness in our contracting practices as we discover them or as they 
are brought to our attention. 

The rapid advances in science and technology of recent years have 
changed not only the concepts of warfare but also the character of the 
items for which we spend most of our dollars. As a consequence, we 
have been continually faced with the task of keeping our procurement 
policies and procedures up to date. Our primary goal is still to get 
the most defense for the funds available. But our responsibility in 
this regard is especially evident when we realize that for the foresee- 
able future much of our procurement will continue to be of complex, 
never-before-made weapons, whose ultimate costs are generally not 
predictable at the time of initial contracting. 

As the proportion of our procurement covering new and complicated 
weapons has increased, shortcomings in our contracting policies and 
procedures have from time to time become apparent. In an annual 
procurement program involving $7.5 billion and over 2 million sepa- 
rate procurement actions, it is impossible to avoid some errors. The 
important thing is: Are we profiting from our experience? How ag- 
gressively are we improving our procurement system ? 

I would like to discuss aly a number of changes and improve- 
ments the Navy has made in its procurement regulations and proce- 
dures that were designed to update and to strengthen our procurement 
practices, particularly those affecting our pricing techniques. 


AUDIT AS A PRICING AID 


Postaudits of defense contracts have indicated that in some cases 
pricing data was accepted from officers or contractors without ade- 
quate review by Government procurement personnel. 

Two actions have been taken to help prevent this in the future. 

On October 1, 1959, the ASPR was revised to require a certifica- 
tion from offerors or contractors that all currently available actual or 
estimated costs or pricing data were considered in preparing price 
estimates and were made known to the contracting officer for his use 
in evaluating the estimate. “Currently” of course, is the important 
word in that paragraph. 

A second action which has been taken is to require contracting offi- 
cers to make greater use of auditors in connection with their price 
analyses of proposed contract prices. 

It is the policy of the Department of the Navy that the “team con- 
cept” in negotiated procurement shall be utilized to the maximum 
practicable extent. Our procurement teams are made up of contract- 
ing officers, negotiators, engineers, lawyers, serpents, and audit per- 
sonnel. Two types of auditors are made available by the Navy Comp- 
troller’s Office. These are the accountants assigned to a purchasing 
office who provide advice to the negotiators in connection with their 
analyses of contractors’ cost representations; and the field auditors, 
who provide advisory audit reports for the purpose of obtaining in- 
dependent evaluations of contractors’ price proposals. 
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That portion of the ASPR which encourages the use of depart- 
mental audit services as a pricing aid was mentioned in the Defense 
Department’s presentation. For certain types of contracts the Navy 
for years has required that audits be performed in connection with 
their pricing or repricing. In May 1958, the Secretary of the Navy 
directed the attention of all Navy procuring activities to the need for 
closer adherence to the ASPR policies covering optimum utilization 
by contracting officers of available audit services. This was followed 
by more specific instructions from the Chief of Naval material to 
the chiefs of our major procuring bureaus. We continued to empha- 
size this subject in periodic procurement conferences held with our 
top procurement people, and in October 1959 we issued an even 
stronger and more comprehensive general procurement directive con- 
cerning the utilization of audits as a pricing aid. In addition to 
reemphasizing the importance of independent audits, it expanded the 
list. of circumstances in which Navy contracting officers are required 
to utilize audit services unless the contracting officers determine that 
there are good and sufficient reasons for waiving the use of such audit 
assistance. Such reasons might be the availability of adequate cur- 
rent information from other sources or the small dollar amount of 
the proposal compared to the time and expense of securing an advisory 
audit report. 

To accommodate the increased workload resulting from our ex- 
panded use of audit services as a pricing aid, our audit staff is being 
increased significantly. ‘Taking as a base the third quarter of fiscal 
year 1959, when we used 16,000 direct man-hours in the audit review 
of initial pricing proposals, we had a 100-percent increase in man- 
hours used during the second quarter of fiscal year 1960. By June 
We expect to increase these audit man-hours by another 100 percent 
over fiscal year 1959, or a total increase of 200 percent. Still further 
increases have been budgeted for in fiscal year 1961. In addition, for 
example, in the second quarter of fiscal year 1960 we used 208,000 man- 
hours to audit actual contract costs. 


SUBCONTRACTING 


A second area in our contract pricing which postaudits of defense 
contracts indicated could be strengthened was the important subcon- 
tracting field. As a result of this disclosure, the ASPR coverage of 
subcontracting procedures have been greatly expanded and strength- 
ened. Mr. LeBoutillier has outlined the policies and procedures now 
provided in the ASPR for the evaluation, review and approval of 
contractors’ “make or buy” programs, purchasing systems, and pro- 
posed subcontracts, 

I would now like to discuss certain additional action which the 
Navy has taken in the specific area of contractor purchased-material 
costs. 

One of the major cost elements of a proposed contract price is the 
cost to a prospective prime contractor of his purchased material. 
“Purchased material,” as used here, includes raw materials, purchased 
parts, components, and end items to be delivered under a contract but 
not fabricated or produced by the prime contractor. So defined, pur- 
chased material generally comprises about 50 percent of a proposed 
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price—frequently even more. Close scrutiny and careful evaluation 
of this segment of proposed contract prices are therefore of great im- 
portance in obtaining close overall pricing. 

For several years the Navy has stressed the importance of a thor- 
ough evaluation of the costs of purchased material. For example, 
in a letter dated May 26, 1958, the Chief of Naval Material directed 
the attention of the chiefs of all the majors producing bureaus to the 
need for increased emphasis in evaluating such costs. In April 1959, 
the Navy issued a procurement directive providing for uniform im- 
plementation of that portion of the ASPR relating to the review re- 
quired of proposed contractors’ subcontracting programs. It included 
guidance for analyzing the costs of purchased material included as an 
element of proposed prices. This procurement directive also re- 
emphasized the importance to negotiators and contracting officers of 
utilizing, to the maximum practicable extent, the services of field in- 
spectors and auditors in the development and evaluation of informa- 
tion on purchased material. 


PROCUREMENT REVIEW 


It is my responsibility, and that of the Chief of Naval Material, not 
only to promulgate procurement policies but also to insure that these 
policies are properly carried out. It is our policy to procure what we 
need from responsible sources at fair and reasonable prices calculated 
to result in the lowest ultimate cost to the Government. A variety of 
controls have been established to insure that this policy is adhered to. 
These include our procurement regulations, the established criteria 
which must be met by persons or firms with whom contracting officers 
may do business, the restrictions which have been placed upon the use 
of the various types of contracts in different pricing situations, and 
finally, the reviews which we conduct with respect both to individual 
proposed contracts and to contracting operations in general. It is of 
this last control, our procurement reviews, that I now wish to speak. 

Since early in World War II, one of the principal means of control- 
ling our procurement has been a requirement that purchasing activities 
obtain approval from the Office of Naval Material of all proposed ne- 
gotiated procurements above certain specified values. In addition, 
certain types of proposed contracts must be approved by the Office of 
Naval Material regardless of dollar amount. These include letter con- 
tracts, contracts containing special price revision clauses, and contracts 
providing for retroactive price redeterminination after completion. 
These approvals, known as “business clearance,” are required so that 
our procurement analysis can carefully and thoroughly analyze the 
placement, pricing, procedural, and business aspects of proposed pro- 
curements. This in turn helps to insure that these procurements are 
effected under contracts which further the interests of the Government, 
and at the same time are fair and reasonable both to the Government 
and to the contractor. 

In order to further strengthen the business clearance procedure, in 
August of last year we provided a requirement that our purchasing 
activities obtain approval of their proposed procurement plans for 
procurements of $300,000 or more prior to the commencement of nego- 
tiations with prospective contractors. This review is in addition to the 
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already established policy requiring the purchasing activity to obtain 

business clearance of a proposed contract with a particular supplier 

after negotiation. The change is designed to improve internal pricing 

control and adherence to the Navy’s pricing objective. This is brought 

about through participation by the procurement specialists in the Of- 

fice of Naval Material during the early planning stages of major 
rocurements. 

Additionally, the review of proposed procurements prior to com- 
mencement of negotiations enables us to examine closely and in a 
timely manner the many elements involved in our major contract. pro- 
grams. Recently Admiral Clexton and I spent several hours with the 
negotiation team and the clearance analysts in the Office of Naval Ma- 
terial and—who are responsible for negotiating and reviewing the final 
contract for the new nuclear carrier Enterprise, which will be com- 
pleted by the Newport News Shipbuilding & Dry Dock Co. in about 
18 months. They described to us what they are doing to secure the 
best possible contract price and terms. It was a very reassuring ex- 
perience. The team has spent months in developing their data and in 
negotiating agreement with the company’s spokesmen on the many 
important elements of the contract. Our auditor assured us that the 
company had been completely cooperative in providing all of the data 
needed, including wage rates, overhead rates, projections of workload, 
estimated labor hours, and all other data asked for. Individually and 
collectively these men were very impressive in their dedication, com- 
petence, and vigor. 

Concurrently with the change requiring preliminary clearance of 
procurement plans by the Office of Naval Material for all procure- 
ments of $300,000 and over, Navy purchasing activities were directed 
to apply the same clearance and review principles within their own 
organizations to procurement plans for and proposed awards of pro- 
curements between $50,000 and $300,000. 

The Office of Naval Material performs another type of procurement 
review, the nature of which is more broad in scope. It periodi- 
cally reviews and analyzes the procurement organization, methods, 
procedures, and pricing techniques used in the various purchasing 
activities of the Navy. The purpose of these reviews is to evaluate 
business practices, streamline and_ improve procurement operations, 
and insure compliance with existing regulations and policy. As a 
result of these reviews during the past 3 years, several hundred 
specific recommendations have been made which have resulted in 
substantially improved procedures, organizations, and staffing. 


COMPETITION 


One of the most effective conditions conducive to the attainment 
of prices that are fair and reasonable in our contracting is the pres- 
ence of competition among qualified suppliers. A recent study made 
by us indicates that contracts involving over 80 percent, of our fiscal 
year 1959 procurement dollars were awarded after price or design 
competition was obtained, or, as follow-on procurement to contracts 
so awarded. I believe that two specific actions which we are now 
taking to increase this proportion of competitive procurement will be 
of interest to this committee. These are (i) the use of a breakout 
procedure and (ii) more effective use of drawing and specifications. 
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BREAKOUT PROCEDURES 


To obtain the component elements of our ships, missiles, and other 
major end items, there are three basis approaches we may take. First, 
we can permit the contractor to “make” certain components, review- 
ing his cost data to insure reasonableness of cost. Second, we can 
allow the contractor to “buy” certain components from subcontractors, 
after carefully reviewing his “make or buy” plans to determine their 
effect on price, quality, delivery, and performance and examining 
his purchasing system to insure that adequate competition is obtained. 

Third, we can “break out” from our large complex system procure 
ments those components and subsystems which, without affecting the 
technical integrity of the parent system, we may purchase through 
competitive means from a number of sources; items so purchased 
are then provided to the prime contractor as Government-furnished 
material. In each procurement we try to use whatever combination 
of these three approaches which is in the best interest of the Govern- 
ment. 

We use the term “breakout” to designate the technique whereby we 
buy certain components and furnish them to the prime contractor for 
incorporation in the end item. We use this breakdown technique not 
only to develop competition but also to broaden our industrial base 
and bring about economies in both time and costs. Purchases by 
breakout frequently result in better prices and earlier deliveries. They 
also serve to increase the opportunities for greater participation by 
small business firms in our procurement program. 

Here are several illustrative examples of our application of the 
breakout procedure during 1959 and the apparent savings realized as 
a result of competitive procurement. 

There are three items listed : 





Item Apparent savings 
Rolleron-type wing assemblies for sidewinder missile motor______-__- $141, 000 
Electronic equipment for terrier missile 146, 000 
Electronic equipment for tartar missile 384, 000 





Wherever the selective application of this procurement technique 
will bring about improvement in price or quality, or will aid small 
business without sacrifice of price or quality, we will continue to insist 


on its use. 
DRAWINGS AND SPECIFICATIONS 


Another important means of increasing competition in our procure- 
ment programs is to insure the timely acquisitions of drawings and 
other technical data which will serve as a basis for competitive pro- 
curement. The Office of Naval Material recently conducted a com- 
prehensive navywide study of the existing policies and procedures 
concerning the acquisition, control and use of drawings and technical 
data, particular effort was made to investigate new procedures which 
would insure the earlier availability of drawings and technical data 
for competitive procurement purposes. 

A report containing the results of the Navy study has been provided 
by the Chief of Naval Material to the chiefs of the major purchasing 
bureaus, along with instructions to implement its applicable recom- 
mendations. As a result of this report and the significant recom- 
mendations made therein, bacteibdd availability of drawings for 
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procurement is expected, which in turn will result in increased 


competition. 
VALUE ENGINEERING 


A procurement technique which we have employed with consider- 
able success, particularly in the shipbuilding programs, and one which 
holds promise as a means of reducing the prices of some of our major 
weapons, is value engineering. Value engineering involves a review 
of the elements of design, engineering, manufacturing processes, and 
material which go into an end item, in order to determine whether the 
item can be made to perform the same function at a lesser overall cost. 
To encourage value engineering efforts—hence cost reduction—by our 
contractors, we have developed incentive provisions for incorpora- 
tion in selected contracts. These provisions provide that the 
contractor will maintain a value engineering staff whose efforts will be 
devoted during performance of the contract to the development of 
cost-reduction recommendations with respect to the items being pro- 
duced. These recommendations with respect to the items, are then 
submitted to the Navy and if adopted, the contract prices are reduced 
by an amount which will permit the contractor to share in the resultant 
savings. 

Illustrative of the savings possible through the application of value 
engineering was that achieved by the adoption of a proposal to re- 
vise the method of welding the “stuffing tubes” through which electric 
cables penetrate watertight bulkheads and decks aboard ship. Simpli- 
fication of this single process has reduced shipbuilding and repair 
costs by $4.8 million per year. Additional examples of cost reduction 
through value engineering are included in appendix A, which has 
been furnished along with this statement. 

Our experience to date in the use of this technique, though limited, 
is encouraging, and we will continue to follow its development with 
great interest and a view to its possible expansion into additional 
areas of our procurement program. 


PROCUREMENT TRAINING 


We have stepped up and expanded significantly the Navy’s pro- 
curement training program during the past 2 years. Supplementing 
the training, both formal and informal, which is conducted by our 
major procuring activities, the Office of Naval Material has assumed 
an increasing share of the responsibility for the conduct of navywide 
training in all aspects of Government procurement. 

In past years courses in contract administration, contract termina- 
tion, and negotiation and pricing techniques have been conducted from 
time to time by the Office of Naval Material. Last year, an advanced 
Navy procurement course, covering such matters as procurement 
policies, procedures, regulations, and legal requirements, was added. 
This course was attended by approximately 100 of the Navy’s top 
civilian and military procurement personnel. 

Presently underway is a Navy procurement course modeled after 
the advanced procurement course but developed expressly for the 
intermediate levels of procurement personnel. , 

It is planned that more than 250 military and civilians will have 
completed this course by the end of this year. 
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_A third course will commence in May especially designed for tech- 
nical personnel of the Navy, in which they will be given instruction 
in procurement policies, procedures, regulations, and laws as they 
relate to their responsibilities. This training is expected to assist us 
in the solution of the many daily problems jointly shared by technical 
and contracting personnel. 

Commencing in July of this year will be a new Navy price analysis 
course in which specific training will be provided in the techniques 
of analyzing contractors’ prime costs, bills of material, subcontractin 
costs, and related matters. The primary objective of this course will 
be to improve the skills of our negotiators in applying the many 
techniques required to assure close pricing in our contracts. 

Finally, a Navy property administration course designed to instruct 
Navy personnel in the administration of Government property in the 
possession of defense contractors will also get underway in the first 
quarter of fiscal year 1961. 

Approximately 1,000 of our procurement personnel will have com- 
pleted the current and planned courses by the end of this year. 

In addition to the foregoing, during 1959 the Office of Naval Mate- 
rial conducted a series of seminars for procurement personnel in the 
Washington area. Personnel attending represented Navy procure- 
ment organizations responsible for the bulk of the Navy’s procure- 
ment dollars. The subjects of these seminars included such timely 
topics as subcontract analysis, analysis of bills of materials, utiliza- 
tion of Navy auditors in pricing, and the recently revised contract 
cost principles. 

Before leaving the subject of training, I would like to mention a 
recent major accomplishment involving one of our more important 
training media, the publication “Navy Contract Law” issued by the 
Navy’s Office of the General Counsel. This book has just been com- 
pletely revised and brought up to date. In addition to use by Gov- 
ernment personnel, it is available at modest cost to the public through 
the Government Printing Office so that contractors met their lawyers 
may better understand what is involved and required when a contract 
is executed with the Government. I commend this document to all 
individuals, in or out of the Government, who are concerned with the 
legal and practical aspects of Navy procurement. 


THE NAVY PROCUREMENT DIRECTIVES (NPD) 


The many recent improvements to the Armed Services Procurement 
Regulations have been discussed fully by Mr. LeBoutillier. To the 
extent implementation of the ASPR is necessary, or guidance in pro- 
curement areas not covered by the ASPR is required, we issue depart- 
mental procurement regulations in the form of Navy Procurement 
Directives (NPD). Last year a revised and greatly improved edition 
of the NPD was published. The content was rearranged and num- 
bered to conform to the ASPR, and all material which duplicated 
that contained in the ASPR was removed. As a result, use of this 
document by our procurement personnel has been greatly facilitated 
and its size reduced by more than one-third. 
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COST PRINCIPLES 


The matter of cost principles and their application under cost- 
reimbursement-type contracts is of particular concern to the Navy. 
In view of the fact that approximately 30 percent of our procurement 
dollars are placed under cost-type contracts, it is of the utmost im- 
portance that these cost principles are completely understood and 
properly applied by our negotiation and audit personnel. 

In his presentation, the Deputy Assistant Secretary of Defense for 
Supply and Logistics discussed in considerable detail the new revised 
set of cost principles which were issued in the ASPR on November 
2,1959. Following receipt of additional guidance from the Depart- 
ment of Defense, the Office of Naval Material issued an instruction on 
February 17, 1960, which implemented this guidance and provided 
detailed information on the use of the new cost principles in the Navy. 
Pending the issuance of this instruction we held two seminars dealing 
specifically with the new principles, their interpretation, their differ- 
ences from the previous cost principles contained in the ASPR, and 
their intended application. Each of these seminars was attended by 
approximately 300 Navy procurement personnel, including negotia- 
tors, located in the Washington area and representing the major buy- 
ing offices of the Navy. As soon as additional experience is gained 
under the revised cost principles, we intend to hold other seminars, 
not only with personnel in the Washington area but with field person- 
nel as well. 

The purpose of these seminars will be to exchange experience and 
to assure uniformity in the interpretation and application of the re- 
vised cost principles. 

CONCLUSION 


Mr. Chairman, I have described to you various steps we have taken 
and techniques we have developed which were designed to achieve 
reasonable costs, prices, and profits in our procurement. Although the 
evidence we have been able to assemble indicates to us that a creditable 
pricing job is being done by the Navy, this is not to say we are satisfied. 
Further improvements can be made and we are actively seeking to 
bring them about. We are refining our negotiation and pricing tech- 
niques. We are reviewing our procurement operations to discover and 
correct any deficiencies which may exist. We are training our procure- 
ment personnel to develop their greatest potential. 

Let me again express my appreciation for the opportunity to appear 
before this committee to describe the Navy’s efforts to improve its pro- 
curement policies and procedures. 


APPENDIX A 
EXAMPLES OF VALUE ENGINEERING 
UNDERWATER EXPLOSIVE DEVICE 


In fiscal year 1956, this $28 item was originally designed and produced as a 
practice depth charge in accordance with detailed plans and specifications. This 
device was subsequently incorporated as a vital part of an ASW system which 
greatly increased the annual procurement requirements. Concerted cost reduc- 
tion efforts to meet these requirements led to the preparation of a general per- 
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formance specification and a subsequent unit cost of $3.59 under a fixed-price 
contract. 
Cost reduction realized on the lastest fiscal year 1959 procurement is $403,000, 
We expect to buy several hundred thousand units in the future. On each 
hundred thousand the reduction is $2 million. 


SIMPLIFIED ELECTRICAL CONNECTIONS 


Electrical connections (taps) from powerlines for lighting fixtures, small 
motors, and low-power appliances have been made by fastening lugs to the wires, 
and in turn fastening the lugs to terminal strips installed in the connection boxes. 

This method was used in both commercial and military systems because of 
external forces such as shock and vibration. 

A new “twist-on” connector was found and approved that resists all such 
external forces. It utilizes a plastic, removable and reusable “wrap cover” to 
permit necessary electrical inspection. Use of this connector eliminates the 
need for the terminal strip and at least 50 percent of the lugs. 


Average cost of installed connections: 














ES Sets GM Se ee $5. 54 
Co ESS) Le RS Ee eee . 80 
Net cost reduction per connection_____--____- 4, 74 

Cost reduction per year (Navy annual usage, 84,000) 400, 000 


5-inch, 54-caliber gun mounts 
Analysis of the original requirements for local control against aircraft and 
surface targets eliminated an $18,000 telescope from each of these gun mounts. 
In the cost of recent deliveries, this achieved a total reduction of $684,000. 


ELECTRIC STUD WELDING TO INSTALL DAMPING MATERIALS 


To meet the requirement for quieter submarine operation, damping materials 
are installed against the inside of submarine hulls. 

Past practice was to attach the studs to the hull by adhesives. New weld- 
ing techniques, eliminating undesirable effects on the hull steel, were found 
and approved. In Polaris and other nuclear submarines, these have resulted 
in a cost reduction for welding of approximately 60 percent. 


Gast Detorn? (pet eubmnrine) ooo os oo el a bese! $90, 000 
eee eo ee Ee Te | ee Se ee ee a renee | 40, 000 

Net cost reduction (per submarine) ____________________________ 50, 000 
Cost reduction on submarines now building or authorized____________ 400, 000 


TORPEDO TUBE MK-32 


Eleven value engineering changes, ranging from $1.75 to $362 per change, 
reduced the unit cost by $1,152 on this triple-barreled tube for surface ships. 
This is a 9-percent reduction based on the original cost of $13,000 per tube. 

Attendant benefits include the elimination of approximately 300 parts, which 
contributed to improved reliability and simplified maintenance. The cost of the 
value engineering was $27,000. 

On current production orders, these changes produced a cost reduction of 
$291,000. 

On the total planned procurement of 900 tubes for approved ship programs, 
we expect a cost reduction of $1,035,000. 


WELDING REDUCTION IN ELECTRIC CABLE INSTALLATION 


Shipboard electric cables must penetrate many watertight bulkheads and 
decks. Where they penetrate, “stuffing tubes” are installed to permit sealing 
the penetration in order to maintain the watertight compartmentation. 

These metal stuffing tubes on both commercial and naval ships have been re- 
quired to be welded to both sides of the penetrated bulkhead or deck. 

The weld on one side of the penetration was eliminated, and consequently the 
welding costs were reduced by 50 percent. 
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Welding cost per tube (average) : 











Before. $8. 76 
After 4,38 
Net cost reduction (each) 4, 38 

Cost reduction per year (Navy annual usage, 1,100,000) __._---_-_-___ 4, 800, 000 


SIDEWINDER GUIDANCE AND CONTROL 


Continuing efforts reduced the costs of 10 parts of the Sidewinder missile. 
These efforts included the reevaluation of certain requirements which led to de- 
sign changes, material changes, process changes, and manufacturing simpli- 
fication. 

In a recent procurement, these permitted a cost reduction of $429,000. 


LIGHTWEIGHT ASBESTOS LAGGING FABRIC 


Asbestos fabric (lagging) is installed over thermal insulation on the piping 
and ventilation systems of naval ships. This material is normally specified in 
accordance with Federal Specification SS—C-466 and weighs some 22 ounces per 
square yard. 

Lightweight fabrics were found and approved for use. They weigh 50 percent 
less per square yard and cost approximately 25 percent less than the Federal 
specification material. 














Cost before (per square yard) $1. 32 
Cost after (per square yard) $1. 02 

Net cost reduction (per square yard) $0. 30 
Weight reduction for U.S.S. Constellation (CVA64)-----_-~ tons__ 47 
Cost reduction applied to U.S.S. Constellation $43, 000. 00 


Secretary Banrz. Thank you, gentlemen, for bearing with me. 

Mr. Vinson. Thank you, Mr. Secretary. 

Now, Mr. Secretary, I am going to read your statement a great deal 
more carefully than I read it when you delivered it just then. 

But the tenor, and running all through your statement, causes me 
to conclude that you are tightening up your whole procedure to see 
that you get better costs and prices, better auditing and try to bring 
about a better method of making contracts; is that correct? 

Secretary Banrz. That is where we are devoting most of our efforts 
in the procurement field. 

Mr. Vinson. That is the main theme through your whole statement, 
is it not? 

Secretary Banrz. Yes, sir. ten 

Mr. Vinson. Now, I note you state here: 

Although the evidence we have been able to assemble indicates to us that a 
creditable pricing problem is being done in the Navy, this is not to say we are 
satisfied. Further improvements can be made, and we are actively seeking to 
bring them about. 

Now, can you give the committee some information as to where you 
think you can have better scrutiny or policing of your whole contract 
procedures ¢ 

Secretary Banrz. Well, Mr. Chairman, I think that is a constant 
effort, of reviewing all the procedures and policies we have in effect 
now, plus adopting any new techniques which may come about as a 
result of some lndthen or review of what we have done. 

I am going to ask Admiral Swart if he would like to enlarge on 
nat. 








262 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Vinson. Admiral, have you any concrete instances or sugges- 
tions where you can tighten up your procurement policies and bring 
about better results? 

Admiral Swarr. Not so much in the policy area as in the execu- 
tion of it. 

We think greater effort should be made in assembling more informa- 
tion on cost of typical types of equipment, digging as much as we can 
into the detail, through our inspection people, as well as our auditors, 
so we can provide the home office, so to speak, with the most accurate 
information that we can gather on what an item costs and the indus- 
trial processes that are applied. That is one area that we are tighten- 
ing up. 

A Cee familiarization of all of our people with all of these policies 
that we are trying to expand and expound. 

I think Mr. Jones can give you a couple of “for instances.” 

Mr. Joneses. Two areas where we are doing the best that we can is 
in getting additional competition, and the other is in the breakdown 
of components with weapons systems. 

Another is the use of the proper contract, which will give the great- 
est incentive to the contractor to do the best job he can. 

Another is to utilize audit to the extent that we are able to, to help 
us 1n our negotiations. 

Another is to properly review the actions of our procurement per- 
sonnel to see that they conform with policy and procedure and good 
business. 

We are attempting consistently to improve the caliber of our per- 
sonnel by properly training them. 

I think those, Mr. Chairman, are the areas. 

Mr. Vinson. Let me get this for the record. 

Now, I notice a great many new directives have been issued, some 
just as recently as February, and going into effect. 

What brought all that about ? 

Secretary Banrz. I didn’t quite get the first part of that, Mr. 
Chairman. 

Mr. Vinson. I note in your statement a great many new directives 
are being issued, both by the Department of Defense—and you are 
carrying them out—and by your group. 

Now, what brought all that about? Was it due to the criticisms 
of the Comptroller General, or was it due to the fact that you just 
felt math you should tighten these things up a little bit better? 

Secretarv Bantz. Well, it is a combination of both, sir. Of course, 
there are many facets of investigation and checks and balances. 

Mr. Vinson. Then, it was from your own conscience, a feeling on 
your own part, that you should tighten up all your scrutiny of your 
contract procedures ? 

Secretary Bantz. I think that is something we can never stop. 

Mr. Vinson. What? 

Secretary Banrtz. I think we will have to continually do that. I 
don’t think we can ever stop our efforts to tighten up and to investigate 
and thoroughly analyze our own procedures. 

Now, the Comptroller General has brought about, I am sure, certain 
changes—I mean the results of his reports have caused us to chan 
some of our procedures. I don’t think there is any question about it. 
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As to the specifics, either Mr. Jones or Admiral Swart can give you 
those. 

Mr. Vinson. All right. 

Then it is a combination of the criticisms of the Comptroller Gen- 
eral and his comments and then just a determination on your part to 
be a little bit more accurate in what you are doing ret a little bit 
more thorough and to know a little bit more about it; is that it? 

Secretary Banrz. Yes, sir. 

Admiral Swarr. May I add one point there ? 

We do have our own review groups which we established a number 
of years ago. And they uncovered areas where we felt great improve- 
ments could be made. 

Mr. Vinson. Now, you failed to give your own review any credit. 

Now, what has your own review produced as a result of tightening 
up your scrutiny of these contracts ? 

Admiral Swart. A great many of our present procedures are the re- 
sults of the examinations of our own review groups. 

Mr. Vinson. Allright. 

Now the Department of Defense issues the main regulations on prvu- 
curement, does it not, the Department of Defense ? 

Admiral Swarr. Yes, sir. 

Secretary Bantz. They issue the ASPR, yes, sir. 

Mr. Vinson. Now do you find that sometimes you have to depart 
from the procurement regulations of the Department of Defense and 
set up your own ? 

I judge that was somewhat in the mind when the witness said this. 
I just want to clear that up. 

Now this is a good statement, Mr. Secretary. I am going to read it 
carefully. 


The many recent improvements— 
No, wait just a moment. 


To the extent the implementation of the ASPR is necessary, our guidance in 
procurement areas not covered by the ASPR is required. 

Do you find yourself sometimes where you do not have any guideline 
from the Department of Defense, and so therefore you have to—— 

Secretary Bantz. I would assume a case of that kind would exist, 
certainly. And I think in those instances, why, we would first discuss 
with the Department of Defense before we issued any implementation 
which was not covered by ASPR. 

Mr. Jones, I think, can describe that in more detail than I could. 

Mr. Vinson. Does that happen often ? 

ny Bantz. I would ask Mr. Jones to answer it, if he could, 
please. 

Mr. Jones. I should like to point out an area in which we felt an 
implementation of ASPR was desirable. This was the case of using 
auditors as a pricing aid. 

The general policy was set forth in the ASPR. We specifically 
stated that audit assistance would be used in these areas: conversion 
of letters of intent, redeterminations of contract prices, setting of firm 
targets under incentive contracts, finalizing pricing of incentive con- 
tracts, and equitable adjustments, including change orders. 

In other words, this is merely an amplification of the Armed Serv- 
ices Procurement Regulations. 
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In other instances, we may generate new ideas which will be handled 
within the Navy. Let’s say, for example, a policy with regard to the 
award of research and development contracts, which has then been 
passed on to the ASPR Committee for consideration for inclusion in 
the Armed Services Procurement Regulations. 

Mr. Vinson. Now I don’t want the committee to get this thought 
running through their mind, that while you use mainly the procure- 
ment regulation of the Department of Defense, yet, at the same time, 
you branch out from those fundamental principles set up by the pro- 
curement regulations of the Department of Defense and proceed to 
make contracts along certain lines. 

Mr. Jones. Well, Mr. Chairman, we are not authorized to deviate 
from the ASPR except on a single-contract basis. 

Mr. Vinson. On a single-contract basis. 

Mr. Jonrs. And when this is done, such a deviation is subject to re- 
view by the Office of Naval Material. . 

Mr. Vinson. All right. 

Mr. Jonzs. If the deviation goes beyond a single instance, we must 
go to the Department of Defense and obtain approval. 

Mr. Vinson. All right. 

mee they must approve it if there is any deviation from their fixed 

olicy ? 
Mn Jones. Yes, sir. 

Mr. Vinson. Now that is positively the rules and regulations and 
that is what you are doing? 

Mr. Jones. Yes, sir. 

Mr. Vinson. All right. 

Now, Mr. Secretary, acquaint the committee with what types of 
contracts you use in procurement in the Navy Department. 

Mr. Rivers. Right there, before he starts, could I inquire from both 
the counsel and the Secretary whether or not the breakout procedure 
is a deviation or not ? 

Mr. Jones. The breakout procedure is not a deviation. 

Mr. Rivers. Not a deviation ? 

Mr. Jones. All the breakout procedure implies is that as you get 
sufficient information to permit you to break out a component from 
a weapons system and procure it separately and furnish it to the 

rime contractor as Government-furnished material. We do this 
ause we find in many instances we are able to get better prices and 
to allow small business to participate to a greater extent. 

Mr. Rivers. There is no deviation ? 

Mr. Vinson. What is the difference, then, between a breakout and 
a subcontract ? 

Mr. Jones. The difference between breakout and subcontract is that 
the Government purchases directly the item which is broken out. The 
prime contractor handles the selenntneet based upon a review. 

Mr. Vinson. Then when you use the word “breakout,” it means 
that the Government buys an article and turns it over to the prime 
contractor ? 

Mr. Jones. Yes, sir. 

Mr. Rivers. That is what he means. 

Mr. Vinson. Yes, sir. 

Mr. Bares. Is there any difference between that, that is, the differ- 
ence between this concept and the GFE program ¢ 
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Mr. Jongs. No, Mr. Bates, it is the same thing. 

Mr. Bates. This is just anew way—the 1960 vocabulary ¢ 

Mr. Jones. Yes, sir; since the innovation of the weapons system 
concept. 

Mr. Rivers. Modernization. 

Mr. Vinson. Now, when there is a breakout—as I understand, some 
oomponent part is purchased by the Government; that is correct, 
is it? 

Mr. Jones. Yes, sir. 

Mr. Vinson. All right. 

And you deliver that to the main or prime contractor ? 

Mr. Jones. Yes, sir. 

Mr. Vinson. Does he make a profit on that breakout transaction ? 

Mr. Jonzs. No, sir. 

Mr. Vinson. He does not charge any profit ? 

Mr. Jonss. No, sir. 

Secretary Banrz. But he gets an allowable cost of handling it. 

Mr. Vinson. What? 

Mr. Jones. If he handles it, then this becomes a part of the cost 
which he incurs in handling it and shows up in his own overhead 
costs, 

But he doesn’t—that is breakdown. But he does not receive a 
profit as such upon the production of that particular npr 

Mr. Rivers. The excuse for the breakout concept is that it im- 
proves the end result or the end item—the ultimate production of 
the end item ? 

Mr. Jones. It does not necessarily improve the ultimate perform- 
ance of the end item. But it does, we feel, give us a more economical 
cost. 

Admiral Swart. It widens competition, sir. 

Mr. Rivers. It widens competition and widens your base, too. 

Admiral Swart. That is right. 

Mr. Jonzs. Yes, sir. 

Mr. Rivers. It widens your base, too. 

Mr. Vinson. Now, what type contracts are mainly used by the 
Navy Department ? 

Now, we have in our chart the names classified of all the different 
types of contracts. Now, which one—you heard the testimony of 
the Army. They only used two types of contracts. Now, what 
types of contracts are used by you? 

Secretary Banrz. Well basically, Mr. Chairman, we use five. 

If you will allow me, I will quote from our 1959 procurement dol- 
lars, how they were spent. 

No. 1 were fixed-price contracts, totaling 38 percent of our pro- 
curement dollars. 

No. 2 were cost-plus-fixed-fee, totaling 23 percent. 

No. 3 were fixed-price with escalation, totaling 19 percent. 

Mr. Morris. Fixed price what ? 

Secretary Banrz. With escalation. This is used for example, with 
long lead-time items, such as ships. 

Mr. Morris. I get it. I didn’t get the word you used. 

Mr. Barres. What percent was that? 

Secretary Banrz. Fixed price with escalation was 19 percent. 

The incentive fixed price was 12 percent, 
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And fixed-price redetermination was 5 percent. 

Mr. Vinson. Then that is the way you make your contracts in the 
Navy Department ? 

Secretary Bantz. Yes, sir. 

Then there are many other types that don’t amount to much in the 
total. They were 3 percent of the total. 

Mr. Courtney. By dollars, or numbers ? 

Mr. Sanpwec. Dollars. 

Secretary Bantz. Dollars. 

Mr. Vinson. I would like to get back to this line of questioning. 

In our chart we put in the Procurement Act of 1947. 

Did you use to any great extent section 2304, that is (a) (1), of the 
procurement law? | Reading:] 

* * * it is determined that such action is necessary in the public interest during 
a national emergency declared by the Congress or the President. 

Secretary Bantz. We use it quite extensively. 

Can you give the total percentage? 

Mr. Jones. Yes, sir. 

Our negotiated procurement amounts to around 75 percent of our 
total procurement—— 

Mr. Vinson. Seventy-five percent is used under the emergency — 

Mr. Jonrs. No; excuseme. I misunderstood you. 

Mr. Srecer. Could I answer that, Mr. Jones? 

Mr. Jonss. Yes, Mr. Steger. 

Mr. Srecer. As was explained, Mr. Chairman, by Mr. Bannerman 
at the first day of the hearings, we do not now use exception 1 of the 
10 USCA 2304(a)(1) for any purpose except for three limited 
purposes. 

Mr. Vinson. Three limited purposes? 

Mr. Srecer. Three limited purposes. 

One is where we use exception 1 for unilateral determinations for 
small business set-asides. 

We do not have under any other law the authority to negotiate 
those procurements with small business where we in the Navy Depart- 
ment unilaterally, on our own and without going to the Small Busi- 
ness Administration, determine that a procurement should go to small 
business. 

The second limited use of exception 1 is where we have a set-aside 
for a labor surplus area. 

Again, we have no other procurement authority to negotiate such 
a set-aside. 

You will recall, Mr. Chairman, that in connection with the extension 
of title II of the First War Powers Act that we are now prohibited 
from negotiating contracts under that act. 

Mr. Vinson. Phat is right. 

Mr. Srecer. So we have no other authority. 

The third limited us of exception 1 is where we authorized the bu- 
reaus of the Navy Department to negotiate research and development 
contracts with other than educational institutions, up to $100,000, 
under exception 1. 

Now, of course, in that area we could, by going to the Secretary and 
by his making a formal determination and finding, use exception 11. 
Mr. Vinson. That is right. 
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Mr. Srecer. But this committee approved, several years ago, this 
use of exception 1 in that limited situation. 

Those are all of the situations where we now use exception 1, and 
those limited situations are spelled out in detail in the ASPR. 

Mr. Vinson. Mr. Courtney, did we have in the chart here the per- 
centage of those types of contracts engaged in by the Navy Depart- 
ment ¢ 

Mr. Courtney. Yes, Mr. Chairman. 

Mr. Vinson. Read that in the record. 

Mr. Courtney. They are in the chart. 

Mr. Vinson. The percentage dollarwise, and what percentage by 
contracts. 

It is very small. 

Mr. Moors. Less than 3 percent, sir. 

Mr. Vinson. Less than 3 percent ? 

Mr. Moore. Yes, sir. 

Mr. Vinson. Then what harm will come to the Navy if we struck 
out the words “or the President” and put these three exceptions, that 
is, permission to make these three exceptions ? 

Mr. Srecer. Mr. Chairman, I would like to answer that question. 

The best answer that I could give for our continued need for excep- 
tion 1, for standby purposes, for a new critical emergency, is the 
language that this committee used in 1947 in connection with the 
enactment of the Armed Services Procurement Act. 

And with your permission, sir, I would like to read just a very short 
paragraph from the hearings of the Committee on Armed Services 
in connection with H.R. 1366, which resulted in the Armed Services 
Procurement Act. 

Mr. Vinson. And that was the bill that passed the House, wasn’t 
it? 

Mr. Srecer. Yes, sir. 

Mr. Vinson. Then you endorse that bill, then, I judge from your 
remark. 

Mr. Stecer. Yes, sir. 

Mr. Vinson. Now, if we follow that same course, why would we 
not be on sound ground now? 

Mr. Srecer. I am speaking, Mr. Chairman, of the hearings in con- 
nection with the original enactment.in 1948 of the Armed Services 
Procurement Act. 

Mr. Vinson. Well, go ahead. 

Mr. Stecer. And if I could read this one short paragraph. 

This is on exception 1: 

A vital omission in preemergency legislation was the failure to permit the 
dropping of the entire system in the face of a national emergency and the 
sanctioning of the use of all special procedures deemed necessary by the re- 
sponsible agency under such conditions. Such emergency measures as the First 
War Powers Act exemplified the need for the prompt abandonment of advertis- 
ing procedures during periods of emergency, with the danger that if emergencies 
occur in the future, they will arise rapidly. It cannot be doubted that it is 
advisable that legislation permit automatic transition from advertising pro- 
cedures and rigid normal requirements to a flexible system whenever the Presi- 
dent proclaims the existence of a national emergency. 

Now, I think, Mr. Chairman, that the need for exception 1, on a 
standby basis, is just as strong now as it was when this committee, in 
1948, gave that language in its report. 
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We would prefer, as Mr. Bannerman stated, to retain exception 1, 

We believe that with the restrictions on it that I have just out- 
lined—and I assure this committee we are going to observe—we could 
not change any of those limited uses without the approval of the 
Secretary of Defense. There is no need to change exception 1. They 
are now —— in the ASPR. We have given copies of that 
directive, the ASPR, to your committee. Mr. Courtney, I am sure, 
reviews our revisions as they come out, and other members—we do not 
propose in the light of the present emergency to broaden those usages, 

And I believe, in all sincerity, that this committee can trust the de- 
partments to so limit exception 1. 

But if this committee should determine to change exception 1, then 
Mr. Kilday’s suggestion, I think, would be the happiest compromise, 
namely, that you would permit us to use exception 1 in a new na- 
tional emergency, one that is hereafter declared, as Mr. Kilday stated. 
That would permit us with respect to a new national emergency to 
use negotiation authority overnight, when Congress might not be in 
session. 

In summation, Mr. Chairman, we would prefer to keep exception 1 
like it is and limit it like we do, and as a compromise, we would accept 
Mr. Kilday’s suggestion. 

Mr. Bares. What would you do in respect to small business, dis- 
tress areas and these R. & D. contracts? 

Mr. Vinson. That would be included. 

Mr. Stecer. Mr. Bates, if we were to keep it as we now have it—— 

Mr. Bates. No, I mean if you change it. 

Mr. Srecrr. If you change it, then, as this committee concluded 
in connection with H.R. 8710 of the 84th Congress, we would have to 
have, by substantive legislation, the authority to negotiate labor sur- 
plus set-asides and the authority to unilaterally determine that pro- 
curements should go to small business. 

Mr. Bares. We added 18 and 19, I think—didn’t we—to the excep- 
tions, to take into consideration labor surplus and also small business, 
in the bill that passed the House ? 

Mr. Courtney. Yes. 

Mr. Stecer. That is correct, sir. 

At the present time, we would only need, as a matter of law, those 
two areas. 

Mr. Bates. Yes. 

Mr. Srecrer. Because Congress, since your hearings on 8710, has 


given us the authority to negotiate under exception 3, up to $2,500, | 


by Public Law 800, 85th Congress. That was one of the additional 

authorities you would have given us back in connection with 8710. 
The other authority that we requested at that time, and primarily 

the Army requested, was the authority to negotiate nonperishable 


subsistence supplies. And that authority has been enacted into per- | 


manent law by the same bill or the same act, Public Law 800, 85th 
Congress. 

I believe that is in answer to your question, Mr. Bates. 

(Mr. Bates nods.) 

Mr. Rivers. Will the gentleman yield right there? 

Mr. Srecer. Yes, sir. 
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Mr. Rivers. The operation of those exceptions, to award contracts 
in the labor distressed areas—and what was that other exception ? 

Mr. Bates. Small business. 

Secretary Bantz. Small business. 

Mr. Rivers. Small business; yes. That small percentage in the 
overall picture may prove a little more costly in the awarding of the 
contracts, but it is a very small percentage, in taking the whole pic- 
ture into consideration. Isn’t that right? 

Mr. Steger. I agree with that, Mr. Rivers. I think the percentage 
of unilateral small business set-asides is not large. Most of those 
we make on a joint determination with the Small Business Admin- 
istration. 

Mr. Rivers. Of course, the procurement of perishables is really an 
advantage to you. Because there are only certain times you can get 
certain kinds of perishables. 

Mr. Steerer. The Army has demonstrated, I believe, the need for 
negotiation authority in the case of the purchase of perishable sub- 
sistence requirements. 

Mr. Rivers. That is vital. That is clearly to your advantage. 

Mr. Vinson. Now, has it ever been defined—what do you determine 
is the criteria for small business? I know what we generally have 
been talking about around here. But what is the definition, the legal 
definition ? 

Mr. Rivers. It is what the act says. 

Mr. Vinson. Or is it one that fluctuates up and down, according 
to the pressure that has been put on a man ? 

Mr. Steger. The Small Business Administration, under the Small 
Business Act of 1955, as amended, has the authority to give the defini- 
tion of what is a small business concern. 

For industries generally, the Small Business Administration has 
given the definition a a concern with 500 employees or under, that is 
not dominant in its particular industry. The Small Business Admin- 
istration has given separate definitions for certain industries, such 
as the construction industry, the petroleum industry, and I believe 
two or three others. 

(Secretary Bantz nods.) 

Mr. Srecrr. But that is a summation of the existing situation. The 
Small Business Administration ‘can change those definitions as it 
would feel proper to do so. 

Mr. Vinson. Now, have you any comments to make on any of the 
16 exceptions of the act of 1947? 

Mr. Srecer. Mr. Chairman, I agree completely with Mr. Banner- 
man’s statement, that we do not need any changes in any of those 
exceptions. 

I believe that Congress gave us, in 1948, the best procurement act 
that we could possibly hope for. And I would not change a word 
in the act as it now exists. 

Mr. Vinson. And if any change was made, some compromise with 
reference to national emergency ? 

Mr. Srecrr. The compromise on that, as I outlined, would be ac- 
ceptable, I am sure, to the Department of Defense. 

Mr. Vinson. It would be acceptable. 

Mr. Courtney. 
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Mr. Courtney. Before we leave this subject, and at this point in 
— Mr. Steger, I notice that you omitted the disaster area set- 
asides, 

Mr. Srecer. I intended to include disaster areas along with labor 
surplus areas. 

I am glad that you called that to my attention. 

Mr. Courtney. They are not significant, where they have been used. 

Now, the next question—and while we are on this same subject, 
there is a section te) which deals with modification of contracts ex- 
isting prior to January 1, 1956. 

Now, as a matter of law, would you deem it necessary to retain 
the authority of section 2304(a) (1) for this purpose? 

Mr. Srecer. In my opinion—and Mr. Jones or others might correct 
me—I believe that we would not have a need now to amend existing 
contracts under the authority of exception 1. 

I believe that principally those statistics arose from contracts that 
were in existence when the Department of Defense greatly restricted 
exception 1 on January 1, 1956. 

Mr. Courtney. 1956. 

Mr. Srecer. Yes, sir. 

Mr. Courrney. This is the cutoff date. So it would be of diminish- 
ing importance in any event? 

Mr. Srecer. Yes, sir. 

Mr. Courtney. But you do not deem it necessary as a separate 
item for exceptions ? 

Mr. Srecer. I do not. 

Secretary Banrz. Mr. Chairman, may I ask something, please? 

I think for the record we should clear up what might be a mis- 
understanding as regards prices or differentials in prices on set-asides, 
either for labor-surplus areas or small business. And I am going 
to ask Mr. Jones to state that. 

Mr. Vinson. Let’s clear that up. Because we are going to have to 
deal with this subject matter when we make our recommendation. 

Mr. Jones. With regard to the set-asides for small business, there 
must be a reasonable number of small businesses available to quote or 
bid on the procurement. There must be either a total set-aside or a 
partial set-aside. In those instances where there is an adequate 
number, a procurement may be totally set aside. But there would 
be evidence to indicate that no price differential would be paid as a 
consequence. 

Where a partial set-aside is made for small business, then the small 
business receiving the set-aside portion must meet the price that is 
quoted or bid for the non-set-aside portion. 

With respect to surplus labor areas, the appropriation act provides 
that we will not pay a price differential. 

Consequently, the only type of set-aside which can be made in the 
surplus labor area is a partial set-aside, where the distressed labor 
area must meet the non-set-aside price. 

Mr. Vinson. I am glad that is in the record. 

Mr. Bares. Now, you don’t permit agents of a large company to 
represent themselves as small business, do you ? 

‘ Mr. Jonxs. No, sir; Mr. Bates. It is my understanding that we 
o not. 











PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 271 


Mr. Bates. Now, I have run into situations in another service where 
such a practice existed. But as far as you know, in the Navy, the 
man must be actually engaged in manufacturing and not only have a 
telephone office and be the agent for a larger company ? 

Mr. Jonrs. This is correct, sir. 

Mr. Bares. Is there any drive from small business to increase the 
number of breakouts that you have? 

Mr. Jonrs. There definitely is a very strong drive and we are assist- 
ing that to a great extent. 

Mr. Bantz pointed out to you certain areas in which we had had 
breakouts and we had saved substantial amounts of money. 

There are additional instances which can be pointed to—and a letter 
was sent to Mr. Smathers just recently indicating where we had made 
similar savings in other areas. 

Mr. Bates. Now, you talk about savings. 

A few years ago, when that concept was kicked around up here and 
when we talked about large planes, this, that, and the other thing, and 
the large proportion of contracts being given to big business, small 
business advocates at that time suggested that certain components of - 
these large things could be weeded out and handed out to small busi- 
ness. But the testimony that was received and given to the committee 
at that time was— 
pend would be a tremendously expensive thing. We can’t engage in such a thing 
as that. 

And, after all, people in business, particularly these large com- 
panies, are set up to do this job. They know the contractors and the 
subcontractors. The people in the armed services—we don’t know 
those things. 

Now, we have an apparent switch here, somewhat. 

I wish you would touch upon that. 

Mr. Jonxs. Mr. Bates, the primary consideration must necessarily 
be the technical consideration. 

Now, there must be a determination that by breaking out these par- 
ticular items, it will not harm the reliability, performance, or quality 
of the particular weapons system. Once that determination has been 
made, then we can go forward. And I assure you that when we do 
go forward and get additional competition, we usually get better 
prices. 

Mr. Bares. You see, this is just the opposite to the weapons system 
concept. 

Mr. Jonrs, It is related to the weapons system concept. 

Mr. Bares. But you are approaching it from a different angle. 

Mr. Jonrs. I don’t think we are, Mr. Bates. I am not familiar with 
the previous testimony. 

r. Barres. Maybe I don’t understand the weapons system concept. 
But as I understand it, you have a large job to do and you go to a 
contractor that finally gets the bid and say, “This is yours. You take 
care of all of these various things.” Is that right? 

Secretary Banrz. I think, Mr. Bates, the answer to that, as far as 
the Navy is concerned: On a weapons system contract we still have 
full control of the subcontracting. 

Mr. Bares. I understand that is true now. But I think the con- 
cept as it was originally—I think the Air Force developed that. 








272 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Vinson. Mr. Bates, let me interrupt you. 

Let’s describe it this way: 

Take a missile, now, for instance, that you are going to apply the 
principle of breakout to a missile. Now, you give to some large avia- 
tion company the prime contract to make the missile. And then you 
at the same time apply your principle of breakout by patronizing 
other concerns that make the component parts which you purchase 
and deliver to the assembly plant of the prime contractor. Isn’t 
that correct ? 

Secretary Bantz. Yes, sir. 

Mr. Vinson. All right. 

Now, take a missile. Now, I read somewhere, in somebody’s state- 
ment in here, that the breakout on some missiles was around—about 
50 or 60 different breakouts. I don’t know how many. But is that 
the way you do it? 

Secretary Bantz. I would think in the Polaris, using that as an 
illustration, sir, that we have several hundred. 

Mr. Vinson. Take the Polaris—— 

Secretary Banrz. I don’t know the exact number, but I would esti- 
mate several hundred. 

Mr. Jones. Could I give you some illustrations, Mr. Vinson, in the 
missile area where we have in fact broken out items? 

Mr. Vinson. Let’s take the Polaris, now—unless it is secret. Take 
the Polaris. 

Secretary Banrz. I don’t think, because of the classified nature, we 
have the details here, in the book. 

Mr. Vinson. Lockheed is the prime contractor for Polaris, is that 
correct ? 

Secretary Banrz. That is correct. 

Mr. Vinson. I imagine you apply—do you apply the principle of 
breakout in the construction of the Polaris missile? 

Mr. Jones. In the construction of the Polaris missile there are two 
very large subcontracts. 

Mr. Vinson. Well, is the principle—let’s talk now—because we drew 
a distinction between the subcontractor and a breakout—let’s talk 
about the breakout. And following the line of thought that is run- 
ning through Mr. Bates’ mind. 

Now, take the Polaris. Lockheed is making the Polaris, as the fin- 
ished article. 

Now, the breakout is going to be applied and you are going into 
the market to buy certain things for Lockheed, isn’t that correct, to 
make the Polaris? 5 

Secretary Bantz. Well, the Polaris missile would not be a good one 
to use as far as breakout. It would for subcontracting, and not for 
breakout. 

Mr. Vinson. All right, it doesn’t apply then. Then it would be 
subcontracts, mainly, in Polaris? 

Secretary Banrz. That is correct, sir. 

Mr. Vinson. All right. 

Then let’s get toairplanes. Does it apply to airplane procurement? 

Mr. Jones. I think I could show you here, Mr. Vinson, instances 
in which we have had missiles where particular components or items 
have been broken out. 
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Now, the Sidewinder is an example, and this was in Mr. Bantz’ 
statement. We broke out the Rolleron-type wing assemblies. We had 
a quotation from the previous producer of $994,000. We obtained a 
quotation from a small business of $853,000. In this instance, we 
made what we considered to be an apparent saving of $141,000. 

In connection with the Terrier missile, we had some classified elec- 
tronic equipment. The previous source had quoted a price of $810,- 
000. We broke this out and subjected it to competition. We ob- 
tained a price of $664,000. 

Mr. Vinson. All right. 

Now, I catch what is running through your mind. 

Then your justification for applying the principle of breakout is 
that you feel that you can make a better contract with the company 
that manufactures than the prime contractor if he followed the prin- 
ciple of subcontracting, is that it ? 

Mr. Jones. I think this can be inferred, yes, sir. 

Mr. Vinson. All right. 

Why do you step in the market to do the identical, same thing that 
the prime contractor could do? Unless you were guided, that you can 
bargain better and get the same article at a less cost than by a sub- 
contract ? 

Secretary Banrz. That is part of it, Mr. Chairman, but not all of it. 

Mr. Vinson. What? 

Secretary Banrz. There is better control of it from a delivery 
standpoint, and the quality of the product and other factors that enter 
into it. 

Mr. Vinson. All right, doesn’t this enter into it ? 

Now, here is a prime contractor, and he is going to make the finished 
article. Doesn’t he feel like that he is qualified to know from his 
experience who are qualified to furnish the component parts? And 
his relationship with them may have been such in the past that he, 
too, could make a good contract, and he knows the firm a little bit 
better than you say, go to the main contractor: “I have bought this 
for you. You go ahead and have to use it.” 

_ Secretary Banrz. Of course, that is all part of the original negotia- 
tions, as to which part the Government will furnish as GFE and 
which part the contractor will furnish. 

Mr. Vinson. Exactly. Get this‘in your mind. You are charging 
him with the responsibility to furnish you a complete article, that is, 
the prime contractor. But you are restricting him where he can buy, 
and who he does business with, when you apply your principle of 
breakout. And any man who has—and you are going to charge 
him, now, with producing this article. Yet you say you must patronize 
X or Y or Z. And he might say, in his own mind, “I think I could 
do a better job if I had a freer hand and made subcontracts than you 
delivering the article to me.” 

Secretary Banrz. I think there are cases of that kind where we go 
along with that, with some of these contractors, and not all of them. 

Mr. Vinson. How much 

Mr. Bates raised the question. I want to apologize to him. And I 
do it so often. 

Mr. Bares. Take all the time you want, Mr. Chairman. 

Mr. Vinson. How often do you apply the principle of breakouts? 
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Secretary Bantz. How long? 

Mr. Vinson. Is it taking the place now of subcontractors? 

Secretary Banrz. No, it is the principle of Government-furnished 
a that has been going on for a great many years. 

r. Vinson. Now, what is the advantage of the Government fur- 
nishing the equipment ? 

Secretary Bantz. Well, it is cheaper. 

Mr. Vinson. The prime contractor would be forced to have the 
same degree of competition, in the subcontracts, that you have in 
the breakout, would is not? Or is it for the purpose of you giving 
to certain people a priority in furnishing the article 

Secretary Bantz. No. I think—for instance, where we have a 
contract for planes or ships that we are going to split—let’s say we 
are going to build six or eight destroyers and we are going to split 
that contract. And if we pool our buying of component parts for 
those 8 or 10 ships, rather than have two to three separate ship- 
builders buy them, I am sure we would do a better job of it. 

Mr. Vinson. Well, do you bring about any economy ¢ 

Secretary Bantz. I am quite certain we do. Either that or— 

Mr. Vinson. All right. 

Put in the record, now, some particular cases where your breakout 
has brought about economy in reference to subcontracting. 

Secretary Bantz. I don’t think we will have any oe doing 
that,sir. We will do that. 

(The material referred to follows :) 


RECENT EXAMPLES OF SAVINGS ACHIEVED THROUGH BREAKOUT PROCEDURE 


Listed below are recent examples of savings achieved through the breakout 
procedure. (It will be noted that small business frequently benefits from this 
technique employed to increase competition and obtain lower prices) : 


1. Rolleron type wing assemblies for Sidewinder missile motor : 
Contract amount for procurement from small business_.___ $853, 112. 00 
Quotation submitted by former producer, a large business__ 994, 203.00 





Apparent saving 141, 091. 00 


2. Warmup harnesses for missile boosters : 
Contract amount for procurement from small business_.__. 177, 095.79 
Quotation submitted by former producer, a large business__ 237, 315.51 





Apparent saving 60, 219. 72 


3. Classified Terrier missile electronic equipment: 
Contract amount for procurement from small business____ 664, 025. 00 
Quotation submitted by former producer, a large business__ 810, 575. 00 





Apparent saving. - 146, 550. 00 


4. Classified Tartar missile electronic equipment : 
Contract amount for procurement from small business____ 1, 505, 550. 00 
Quotation submitted by former producer, a large business__ 1, 889, 939. 00 








Apparent saving. wee 384, 389. 00 
5. Classified torpedo guidance assembly : 
Contract amount for procurement from small business___-_ 88, 040. 00 


Quotation submitted by former producer, a large business__ 89, 323. 00 
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6. Classified Talos missile innerbodies and dummy innerbody as- 
semblies : 











Current contract amount with large business___-_...---~-- $116, 610. 380 
Quotation submitted by former producer 128, 016. 04 
Apparent saving. 11, 405. 74 

7. Classified Talos missile boosters : 
Current contract amount with large business______.___-___ 432, 951. 24 
Quotation submitted by former producer 475, 287. 36 
Apparent saving. 42, 336. 12 





Mr. Vinson. All right. Iam through now. 

Mr. Bares. In reference to the Sidewinder here, do I understand 
that a previous contractor, prime contractor, who developed the Side- 
winder, gave you a figure of $141,000 more than this subcontractor 
that you finally located yourself? 

Mr. Jones. I am saying that with regard to the Rolleron wing as- 
sembly, that the quotation submitted by the former producer was 
$141,000 higher than the price we paid to a small business. 

Mr. Bates. Now, how do you account for that? 

Mr. Jonxs. I account for that to a large extent by virtue of subject- 
ing this to competition. 

r. Bates. Well, now, you had the original manufacturer who had 
been set up—he knew the business and had a wealth of experience. 
Why wouldn’t he be the low bidder? Don’t you put those out for 
bids anyway ? 

Mr. Jones. The contractor may have been producing, and I think 
in this instance was producing, in his own plant and therefore had not 
subjected the item to competition. 

When we got to the point where we felt the Sidewinder had ad- 
vanced to the extent that we could use the specifications and drawings 
for broader competition, we broke that item out, being quite certain 
that it would not affect the performance of the missile, and subjected 
it to competition. 

Mr. Bates, I assure you that we are just as well aware of the need 
for competition in our procurement as anyone, and that we do every- 
thing within our power to get the utmost competition, whether it is 
in advertising or whether it is in negotiation. 

Mr. Bares. Now, with all of these checks and balances that we have 
read about in here, and with all the preaudits and postaudits, inspec- 
tors and accountants and everybody, how come you can’t pick up the 
additional cost involved in something like this? You have inspectors 
at the plant, I presume ? 

Mr. Jones. Mr. Bates, in those instances it may easily be proved 
that the cost to that particular contractor was in fact $994,000, and 
that an audit would prove no difference. 

Mr. Taras. You mean he had unusual overhead, or the setup was 
wrong? 

_Mr. Jonzs. It might be his method of manufacture. It might be 
his organizational structure. It might be many things. 

Mr. Bates. Now, you say you gave this to small business. Did you 
open this up for general bidding or did you merely set it aside for 
small business? 

Mr. Jones. I believe so, Mr. Bates. But I would have to check 
this to make certain, that this was made competitive to all and not 
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just to small business, but that the small business did get the procure- 
ment. 

Mr. Bates. Did one company make the Sidewinder ? 

Mr. Jonzs. Sir? 

Mr. Bares. Just one company was making it? 

Secretary Bantz. One developed it. 

Mr. Bates. One and one? 

Secretary Bantz. There are two making it now. 

Mr. Bares. You had no competition in the first instance ? 

Mr. Jones. Well, the Sidewinder, as you may know, was developed 
at Naval Ordnance Test Station, Inyokern, Calif. 

The first producer was a single large company. After we had 
found sufficient information, that is, technical data with which we 
could get competition, and we had the quantities which would justify 
it, we had another company come into the picture. 

As a consequence, by the use of what we call the stepladder quota- 
tions, we were able to drive the price of the Sidewinder down to a 
very nominal figure. 

Mr. Vinson. Now, let’s go one step further. 

Let me sort of get back on this breakout. 

When did you start that in the volume that you are now carrying 
on? How long have you followed the policy of breakout ? 

Mr. Jones. Mr. Vinson, breakout is just another name, as Mr. 
Bates said, for Government-furnished equipment or Government- 
furnished material. It is not a new situation. 

Mr. Vinson. Now, do you get sharp competition in that field? Or 
do you patronize, without competition, and only by negotiation, peo- 
ple eet you know have the qualification to make the article you 
want? 

Mr. Jones. The only purpose of breakout is to get the maximum 
competition. 

Mr. Vinson. And you can’t get that same degree of competition if 
the prime contractor had the right to make subcontracts ? 

Mr. Jones. It is questionable that we would. 

And I might say that the basic reason for breakout is because we 
feel we can purchase more economically by doing that than by continu- 
ing in the subcontract area. 

But I do want to point out that even in that area we are exercising 
much more stringent controls. 

Mr. Vinson. Much more what? 

Mr. Jones. Much more stringent controls; that, whereas we might 
have been sometimes in the past willing to accept the statements and 
a conclusions of a prime contractor, we are going far behind these 
today. 

Mr. Vinson. Well, if that is true, then why don’t you just do away 
with subcontracting practically and let the Government buy all the 
articles and deliver it to the prime contractors? 

Mr. Jones. If you did that, you might not have an end product. 

Mr. Vinson. Because you would have complete control of the ar- 
ticle that is being made. 

Mr. Jones. If you did that, you probably wouldn’t have an item 
that works. 
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We have to only break out those items which can technically be 
broken out and which will not affect the ultimate operation of the 
weapon. 

Mr. Bares. You would probably have to build a new Pentagon to 
house these people. 

Secretary Bantz. I was just going to say there is another problem. 
We would have to double, treble, and then some, our personnel. 

Mr. Vinson. In that connection, put in the record the total number 
of people that have any voice outside—of course, it is all done down 
in the bureaus, anyhow. What is the total number of auditors you 
have now? 

Captain Kacxiey. I am Captain Kackley, Assistant Controller of 
the Navy for Audit. 

There are about 635 professional contract auditors, Mr. Chairman. 

Mr. Vinson. 635? 

Captain Kackxiry. Professional auditors. 

Mr. Vinson. Now, does that include the auditors that the bureaus 
have? 

Captain Kacxrry. Those include the auditors that are stationed 
in the procurement offices, to work with the negotiators. 

Mr. Vinson. All right. Then in all the procurement in the Navy 
Department, which dollarwise runs to about $6 or $7 billion a year, 
you have some 600 auditors; is that correct ? 

Captain Kacxiey. That is right, sir. 

Mr. Vinson. Now, then, do these auditors devote most of their 
time in the plants of the companies, or are they auditing the papers 
down in the bureaus? 

Captain Kacxiey. Most are right in the plants of the companies, 
auditing the contractor’s costs against the contractor’s books. 

Mr. Vinson. Are you short on auditors, or do you have a sufficient 
number of auditors? 

Captain Kackxiey. We don’t have as many as we would like to have 
or as we feel are necessary to really do all that might be done. 

Mr. Vinson. Is any effort being made on the part of the Department 
to increase the surveillance and policing and the auditors, or are you 
just having a school now and then to teach them to find more errors 
and to bring about more economy ? 

Captain Kacxiry. Well, there are two things that have happened, 
as brought out earlier. There has been a marked increase in the use 
of the auditors in the initial pricing reviews. That load has fallen 
upon us. With that, we have had some increase in our auditors. We 
do plan some further increase. Therearetwo problems. One is funds 
to support the increased personnel and the other is actually getting the 
personnel. It is not the easiest thing in the world to hire the kind of 
people that we need. 

Mr. Vinson. The majority of these auditors are civilians, or are 
they naval officers? 

Captain Kackxtey. Almost entirely civilians, sir. 

Mr. Vinson. Entirely civilians. 

Approximately what is their grade? 

Captain Kacxitry. The journeyman auditor is a grade 11, GS-11. 
The more complicated field audits, the actual audit work, is done by 
a grade 12. 
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In any event, the journeyman or senior auditor is supervised by a 
GS-18 directly in the field operations and is under the general super- 
vision of a grade 14 or 15. 

Mr. Vinson. Does the Navy have approximately or as large a num- 
ber of auditors as the other two departments, or do you have more 
auditors ? 

Captain Kackiry. We have fewer auditors than either. 

Mr. Vinson. You have fewer auditors. You have fewer auditors 
than the Army has? 

Captain Kackuey. The last figures I saw, Mr. Chairman, we had 
fewer. I cannot speak as of today. 

Mr. Vinson. And do you have fewer auditors than the Air Force? 

Captain Kacnury. Yes, sir. 

Mr. Vinson. And yet your dollar business runs around about $7 
billion a year of seadeanat 

Captain Kacktey. Yes, sir. 

Mr. Vinson. What was your appropriation last year for the De- 
partment, $13 billion ? 

Secretary Banrz. $11.596 billion, as I recall, sir. 

Mr. Vinson. Mr. Secretary, are you satisfied with the number of 
auditors you have? 

Secretary Bantz. No. I think we are going to have to increase it, 
as we have been increasing right along. 

Mr. Vinson. Are you making any effort to increase it ? 

Secretary Bantz. Yes. Just as Captain Kackley said, they are not 
as available as we would like to have them, particularly the type we 
feel we need. 

Mr. Vinson. Well, have you made any effort lately to find out if 
any of them are available? Because, you see, you are pricing yourself 
on the close scrutiny you are giving. And yet you have only the same 
number that you had when these various suggestions for postscrutiny 
was put out by yourself as well as by the Comptroller’s Office. 

Secretary Bantz. What steps have we taken to procure additional 
auditors, Captain ? 

Captain Kacxiey. We have actually increased the number of audi- 
tors on board since this started. We have actually put out, in the 
way of billets to our field offices, 16 additionally. 

Mr. Vinson. As so much of this—now, the auditor doesn’t perform 
the function of a negotiator, does he? 

Captain Kacxury. No, sir. He is merely an adviser. 

Mr. Vinson. Tell us a little about how many men are connected 
with negotiations. Who handles that? 

Secretary Bantz. Mr. Jones can handle that one. 

Mr. Jones. I can’t give you the figure offhand, Mr. Vinson, but we 
would be very pleased to furnish it for the record. 

(The material referred to follows:) 

Under the supervision of the contracting officer, the negotiator is primarily 
responsible for planning, preparing, and conducting the negotiation of con- 
tracts. He is assisted in varying degrees (depending on the nature, size, and 
complexity of the particular procurement) by other persons, who, together with 
the negotiator, comprise the “negotiating team.” The persons comprising the 
team are generally the negotiator, lawyer, accountant, and one or more tech- 
nical personnel. In addition to the members of the team, the negotiator has 


available to him the services of field auditors and inspection personnel, as 
needed ; he also receives advice and guidance from supervisory contract special- 
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ists. His negotiation plan is reviewed by supervisory contract specialists prior 
to the conduct of negotiations. This is called “prenegotiation clearance.” For 
contracts under $300,000 this review takes place in the Bureau. For contracts 
of $300,000 or more, this review is made by the Office of Naval Material. A 
Bureau financial counselor determines, as necessary, the financial responsibility 
of every prospective contractor to perform each contemplated procurement. 

In many instances where size, complexity, or importance warrant, super- 
yisory personnel and the contracting officer participate in the actual negotia- 
tions. In all cases the supervisory personnel and the contracting officer re- 
view the proposed contract before it is awarded. In some instances, negotia- 
tions are participated in or reviewed by the Chief of the Bureau in addition to 
the normal supervisory review. On each procurement of $300,000 or more, 
procurement specialists in the Contract Clearance Branch of the Office of Naval 
Material review the negotiation, terms, and proposed pricing before the proposed 
contract is approved for award. Also, all letter contracts, contracts providing 
for retroactive price redetermination after completion, and contracts contain- 
ing any special clause providing for price revision which has not been authorized 
for general use, must be cleared by the Office of Naval Material. 

Mr. Vinson. Now, is the bulk of the negotiation done by civilians 
or by naval officers? 

Mr. Jones. Most of the negotiation is handled by civilians. 

Mr. Vinson. By civilians? 

Mr. Jones. By civilians, yes, sir. 

Mr. Vinson. Now, in selecting—the man who sits across the table 
and negotiates is very important, isn’t he ? 

Mr. Jones. Yes, sir, he is. He is tremendously important. 

Mr. Vinson. Exactly. 

Now, the people who are assigned that responsibility, have they 
been schooled or had previous experience or do they just say, “Here is 
a good engineer and we will see what you can do.” ? 

Mr. Jones. Mr. Vinson, the standards which are set up for ne- 
gotiators before they are hired are rather precise. 

Once having pov Ai a negotiator, as Mr. Bantz indicated in his 
statement, we are taking every measure to properly train them so that 
they will be more efficient in their function. 

We try to bring these people in usually in the lower grades, with 
good background and good education and some experience, and then 
train them. 

Mr. Vinson, Now; I was somewhat startled on an inquiry I had 
made by the committee as to the background of a great many people 
that were assigned this responsibility, 

Now, isn’t the Government oftentimes at a disadvantage because 
the person that is making the negotiation and representing the Gov- 
—— does not have the technical experience that the manufacturer 

as? 

Secretary Banrz. I will take that one. 

Mr. Chairman, that is a question that can be answered both yes 
and no. 

In some instances there isn’t any question about it. The man on 
the other side of the table is more experienced than our men. In a 
great many—and I would say the majority of the instances—our men 
are equal to them. 

Now, when we bring younger men in or men without experience, 
obviously we don’t put them into an important job of negotiating. 
They go through this schooling process that we mentioned in our 
statement here. 
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But I think one of our real assets in this field, and particularly in 
our larger contracts, in the important ones, are the team concept 
that we use, which we described in the statement. 

In other words, this team concept is made up of men from the 
negotiating field, from the contracting field, from the legal field, and 
from other fields, within the Bureau. And they, in total I think, in 
practically all instances, are matches for the men on the other side of 
the desk. bata? 

My point is, sir, that it is not left to one individual. 

Mr. Vinson. It is not left up to one individual ? 

Secretary Bantz. That is right. 

Mr. Vinson. One individual, then—when you are dealing with 
some electronics, he calls at least a team in, who has some knowledge 
about what they are talking about ? 

Secretary Bantz. That is true, on the major contracts. 

Mr. Vinson. I am going to stop right now, because it is getting to 
be 12 o’clock. 

Do any of you want to ask any questions this morning? 

Mr. Morris. Mine will be very short. 

Mr. Vinson. If you are going to be short, we will recognize you 
first. 

Mr. Morris. All right. 

I don’t think you gentlemen completely answered one question that 
the chairman asked. At least, I didn’t get a complete answer. 

When he asked you, in substance, when the breakout system was 
first inaugurated, your answer was, as I recall it, that it was nothing 
new but just a new term. 

(Mr. Jones nods. ) 

Mr. Morris. That had been going on all the time? 

Secretary Banrz. It is an intensification of what we had been doing 
under Government-furnished principles for a great many years. 

Mr. Morris. I see. 

Now, when did this new term, or this new intensification—when 
did it come into existence? 

Mr. Jones. I would suggest that it came into being at the same 
time the so-called weapons system concept came into being. 

Mr. Morris. When was that, if you recall ? 

Mr. Jonzs. It has been the past several years. And it has been 
given a good deal more publicity in the last year than it ever has 
been before. 

Mr. Morris. But it is of recent date—the last few years? 

Mr. Jones. It is a recent terminology ; that is, we have had weapons 
systems ever since we have had a Navy. But this somehow created 
a great deal of publicity. 

We had a battleship. We have had an airplane. We have had a 
number of other things that might be termed weapons systems. But 
today, the term is given a significance which I believe goes far beyond 
that which is used in the Navy; that is, we don’t, for example, buy a 
Polaris submarine and all of the equipment from a single contractor. 

Mr. Morris. All right. 

Now, you have three methods there, as I understand. You can 
permit the prime contractor to make the components or you can per- 
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mit him to buy it from a subcontractor. And in both instances you 
review it ? 

(Mr. Jones nods. ) 

Mr. Morris. And of course you are very interested in the price and 
in the quality and the workability of it, as, of course, you should be. 
And you can use the breakout system; now, those three as I under- 
stand from this statement. 

Now, do you sometimes use step 1 and 2 and 3 all together, or do 
you confine it to just one step when you start out ? 

Mr. Jones. Usually we use all three. 

Mr. Morris. All three. 

All right, then this final question, and I will conclude, because I 
said mine would be short. 

In your statement you said this: 

“Purchases”—and this is brief—“Purchases by breakout frequent- 
ly”—you didn’t say all the time but “frequently result in better prices 
and earlier deliveries.” 

Now, both of those are important elements. 

Then you also said: 

They also serve to increase the opportunities for a greater participation by 
small business firms in our procurement program. 

Now, all three of those elements, in my judgment, are important— 
prices, early deliveries, and greater participation for small business. 

Now, this final question : 

Can you tell me approximately the percentage of contracts where 
the breakout system is used either in whole or in part? 

Secretary Banrz. Oh, I don’t think we would have any figure of 
that type available, Mr. Morris. 

But I would like to use the Hnterprise, the CVAN, that is, the 
nuclear-powered carrier. 

I would think, if we had the actual breakdown here today, we would 
come pretty close to 50-50, in the total dollars of that ship. 

Mr. Morris. I don’t quite get your answer. 

You mean to say you would use the breakout system in 50 percent 
of the cases? 

Secretary Bantz. I would think about 50 percent of the dollars 
would be Government-furnished equipment. 

Mr. Morris. Fifty percent of the dollars? 

Secretary Bantz. Yes, sir. The hull, of course, is all done by the 
ship contractor. 

Mr. Morris. I see. 

I believe that is all, Mr. Chairman. 

Mr. Vinson. Now, Mr. Secretary, we have by no means finished. 
You have a fine statement. It is 12 o’clock. The House is not in ses- 
sion today, but there is the weekend coming on. 

Let’s take a recess until Monday morning at 10 o’clock. 

Secretary Bantz. Monday at 10? 

Mr. Vinson. Monday morning at 10 o’clock. 

Secretary Banrz. All right, sir. 

Mr. Vinson. Thank you very much. 

All of you come back. 

(Whereupon, at 12:08 p.m., the subcommittee adjourned, to re- 
convene at 10 a.m., Monday, May 2, 1960.) 
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MONDAY, MAY 2, 1960 


House or REPRESENTATIVES, 
Commitrer on ARMED SERVICES, 
SprectaL SUBCOMMITTEE ON ProcUREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 

The subcommittee met at 10 a.m., Hon. Carl Vinson, chairman, 
presiding. 

Mr. Vinson. Let the committee come to order. 

This is a continuation of our hearing which we commenced last 
week. We did not finish last Friday with the Navy Department. 

I had reached the point where I wanted to talk about incentive 
contracts. 

Now, Mr. Secretary, have you any statistics showing how much has 
been saved to the Government by obtaining a lower price on cost as 
a result of incentive contracts ? 

Secretary Bantz. Yes, sir. 

Mr. Vinson. All right, let’s have it. 

Secretary Banrz. These figures, Mr. Chairman, are the result of 
3 years of incentive-type contracts. And the total negotiated target 
costs during this period were $2,534 million. 

Mr. Vinson. $2,534 million ? 

Secretary Bantz. $2,534 million. That is for a 3-year period. 

Mr. Vinson. All right, good. 

Secretary Bantz. Now, the total final costs that were finally nego- 
tiated —— 

Mr. Vinson. The total what? . . 

Secretary Bantz. The total final costs. 

Mr. Vinson. Final costs? 

Secretary Banrz. Yes, sir; to the Government, in that amount of 
target costs as just enumerated were $2,466 million, or a difference 
of a minus $67-plus million—$67,647,000. 

Mr, Vinson. Now, out of how many contracts was that? 

Secretary Banrz. I believe this is 47. 

Mr. Vinson. Forty-seven ? 

Secretary Banrz. Yes, sir; 47 major contracts, 

Mr. Vinson. Forty-seven. 

Now, that is not along the line of happening in the Army. Here 
is what the Army says— 

We have reviewed our experience during fiscal year 1959 on the redetermina- 
tion of 259 contracts. It is interesting to note that the revised price totaled $631 
million, against an estimated target price of $659 million. 
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In other words, the target price was $25 million more than the actual cost 
of the products. 


And you now make out your case, showing a saving to the Govern- 
ment of $67 million on $2 billion worth of contracts for the last 3 
years, is that correct ? 

Secretary Bantz. Yes, sir. 

These are contracts placed by the Bureau of Aeronautics and the 
Bureau of Ordnance. 

Mr. Vinson. Now, what type of articles were involved in these $2 
billion worth of contracts? Was it along one particular line, or was 
it various articles? 

Secretary Bantz. Well, in this $214 billion it was largely aircraft 
and a very, very small percentage of it was missiles. 

Mr. Vinson. Now, the largest portion of it was in the Bureau of 
Aeronautics ¢ 

Secretary Banvz. I can give you the exact amount for fiscal 1959, 

Mr. Vinson. All right. 

Secretary Bantz. In 1959, out of a total of $824 million of obliga- 
tions that were on incentive-type contracts, the Bureau of Aeronautics 
was responsible for $356 million. The Bureau of Supplies and Ac- 
counts, $286 million. And let me explain, sir, that was largely from 
ASO, in Philadelphia, which are components of engines and other 
component parts of planes. 

The Bureau of Ships was next, with $122 million. 

And the Bureau of Ordnance next, with $36 million. 

Mr. Vinson. Now, have you any statistics showing that the target 
price was higher than the actual cost of the article? 

Secretary Banrz. That the target price—— 

Mr. Vinson. This, what you just testified, is that the target is lower 
than the cost of the article? 

Secretary Bantz. Well, in the 47 contracts that I referred to, 15 
of them were finally negotiated at a price higher than the original 
target. The balance of them, or 32, were at a lower cost. 

Mr. Vinson. Now, then, there were 15 contracts that were negoti- 
ated upward, then ? 

Secretary Bantz. Above the original target; yes, sir. 

Mr. Vinson. That is right, exactly. 

And that was an incentive contract ? 

Secretary Banrz. Yes, sir. 

And that. was part of the $67 million saving that, of course, was 
taken into consideration. 

Mr. Vinson. Now, in those cases the target price was too low ? 

Secretary Bantz. That is right, sir. 





Mr. Vinson. And you raised it up? 

Secretary Banrz. Yes, sir. 

Mr. Vinson. And what was the total amount, in dollars and cents? 

Secretary Bantz. I would have to add it up. 

It is, in my figures here, sir, and I would have to add to it the sav- 
ing to the Government. That was a total saving of $67 million. 

Mr. Vinson. Now, I want both sides of the picture put in the record. 

Secretary Bantz. We have the figures here, and we will total them 
up, and we will put them in the record before we leave. 

Mr.. Vinson. Now, Mr. Kilday, have you any questions? 
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Mr. Kizpay. I suppose that you took up, on Thursday and Friday, 
the manner of arriving at the target price 

Mr. Vinson. Well, we did it just about as well as they do it them- 
selves. It was just a mere estimate of the figures that you gave. 
That is the only way you arrived at it; is it not? 

Secretary Bantz. Mr. Chairman, to answer Mr. Kilday’s question, 
if you will recall, on Friday, I said that most of our negotiating— 
and that is true of all our major, larger contracts—is done under 
what we described as the team concept, where we have several men. 
There is on one man responsible for the pricing out of a contract. 
It is done by a team, which is the negotiator, the contracting officer, 
the technical people and lawyers, and so on, sir. 

Friday, after tht hearing, why, we went back, and on Saturday 
morning we worked up what I think is a pretty good, reasonable state- 
ment as to why we used different types of contracts. 

It would take about 8 to 10 minutes to read, and I would like to 
read it, sir, and then put a copy in for the record, if it meets with 
your approval. 

Mr. Vinson. Well, I suggest that you give the committee that in- 
formation right now. Go ahead and take the 10 minutes. That is 
very pertinent. 

Secretary Bantz. You havea copy of it. 

This statement is headed “Types of Contracts Used by the Navy.” 

Mr. Chairman, because of the interest your committee has shown in 
the various types of contracts we use, we have prepared a brief state- 
ment on that subject which it is hoped will be helpful to you. I should 
like to read it to you now, and provide a copy for the record. 

It is important to realize that we have several major kinds of pric- 
ing situations, and that for each of these situations we need a contract 
especially tailored to fit. 

These pricing situations differ primarily in the degree to which it 
is possible to estimate costs accurately and dependably in advance. 

It is easy to see the two extreme situations: 

(1) Cases where we have full and dependable pricing information 
or true and ample competition. Here we can use firm fixed-price 
contracts. Illustrations are clothing, subsistence, and off-the-shelf- 
type items. For these kinds of items, costs are well established or 
competition is keen. leh we 

(2) At the far extreme are situations like research and development 
where it is difficult to estimate costs accurately or dependably. Here 
we can use only cost-type contracts. The cost-type contract is used 
when no other more advanced type fits the situation. 

Between those two extremes are several intermediate situations in 
which we have some information, including some cost data, but not 
as much as we need. For each of these several well-defined inter- 
mediate situations we need appropriate types of contracts. 

Nearest to the firm fixed-price contract 1s the fixed-price contract 
with escalation for specified items of cost, such as certain labor costs 
or certain material costs. Steel for ships is the best illustration of 
the need for escalation in some fixed-price contracts. 

Two other intermediate pricing situations require appropriate con- 
tracts. For these we have dentinal fixed-price incentive contracts 
and fixed-price redeterminable contracts. 
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The fixed-price incentive contract is used where these conditions 
exist—(1) a firm fixed-price contract cannot be used, because we do 
not yet have competition or reasonably complete cost information; 
but (2) sufficient cost information is available that a realistic estimate 
can be made. Suppose, for example, that previous experience and 
our current estimates of costs indicate to us that the price for an air- 
craft engine should be $1 million. However, the contractor is appre- 
hensive of possible unknown costs and insists upon contingencies 
which would bring its proposed price for a fixed-price contract to 
$1,200,000. Under these circumstances, the target price (including 
target cost and target profit) would probably $1 million. The 
overall ceiling in the final contract price would be established at 
about $1,200,000. If he were awarded a firm fixed-price contract, the 
contractor would receive all profit resulting from cost savings under 
$1,200,000, but if we use an incentive contract, the Government re- 
ceives the lion’s share of the savings with the contractor receiving the 
balance as his incentive profit. 

The advantage of incentive contracts lies in the pressure they put 
on the contractor to cut his costs as deeply as he can. ‘This is par- 
ticularly important if there is to be a follow-on contract, because 
reducing the costs on the first contract provides a base for negotiat- 
ing a low price on the later contract. This can give us an additional 
saving. 

Again, an incentive contract can help us if we are dealing with a 
company which insists on a price we consider unreasonably high, 
and if no competition is available. By offering him the incentive of 
a bigger profit ratio if he cuts his costs, in most cases we can wind 
up with a lower total cost to the Government. 

This leads to a very important point. Costs form a vast bulk of 
the price we must pay; profit is only a small fraction of this price. 
It is far better for the Government to allow the profit rate to rise, if 
by so doing we can cut total costs significantly. 

Fixed-price redeterminable contracts are the other major type for 
intermediate pricing situations. As soon as enough basic develop- 
ment has been accomplished under a cost-plus-fixed-fee contract, we 
utilize the resulting cost experience to set a ceiling on the price the 
Government must pay. In many cases, the available cost information 
is insufficient to permit the establishment of firm target costs which 
would permit the use of an incentive contract. Under these circum- 
stances we use redeterminable contracts. In this type of contract, the 
ceiling reflects: the contingencies and the unknowns of initial produc- 
tion ; the contract also provides for the redetermination of cost at some 
point in the production process—say at completion of the 40th unit 
out of a total of 100 units—earlier if prior experience is available—or 
in the case of a ship at 40 percent of completion. 

Until the contract has been redetermined, the contractor does not 
have the incentive to keep costs low which he would have under an 
incentive contract. As a matter of fact, there is the possibility that 
unnecessary costs may be incurred in the early stage of the redeter- 
minable contract. This would generate relatively high costs which 
the contractor might feel would help him to negotiate the highest 
possible final price. After redetermination, such a contractor might 
then effect cost savings in order to improve his profit position. In 
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that situation, the contractor receives all the benefit of such savings. 
That is one reason we much prefer incentive contracts if they can 
appropriately be used. di ! ‘ 

n summary, because of the variety of pricing situations, we have 
developed five major types of contracts. These can be listed as fol- 
lows, in their order of preference: 





1, Firm fixed-price oF 5 RE ee (4 Adequate cost data or truly com- 
petitive. 

2. Fixed-price with escalation.......-~-. Where specified costs are likely to 
change. 

8. Fixed-price incentive..._....---.-_- Puts ceiling on costs, and gives the 


contractor a monetary incentive to 
reduce costs, 

4, Fixed-price redeterminable Puts ceiling on costs, 

Oe I caisson Siveenis lnlebioien ee tgaiien Used where sufficient cost information 
is not available to use any other type 
of contract. 


Every one of these contracts serves a real need. 

Now, let us examine the use of incentive contracts more intensively. 

Competition and monetary incentives are the important factors 
which motivate a contractor to put forth his best efforts. 

If adequate competition is not available, it is important that we 
utilize a monetary incentive in order to generate a cost saving. To 
do so, we proceed as follows: 

The negotiator uses cost auditors, technicians, facilities advisers, 
and other experts to acquire and analyze cost information, manu- 
facturing data and other pertinent information, to develop a realistic 
target cost. With the contractor we then agree to a ceiling above 
which the contractor will absorb all costs. We also develop a profit 
formula which reflects the accuracy of the target and the 2 ea share 
required to motivate the contractor to save all he can. is type of 
contract has been used primarily in the aircraft and ship programs, 

Some may hold the opinion that a contractor’s costs are the same 
regardless of whether a redeterminable contract or an incentive con- 
tract is used, Experience we have accumulated indicates that the 
additional profits available to the contractor through incentive con- 
tracts have reduced costs and have produced for the Navy the most 
economical result. 

It is sometimes contended that a fixed-price contract could be 
negotiated at the same figure as the target price. We have found 
that normally the contractor insists upon a fixed price equal or close 
to the ceiling of the incentive contract. Under Kees circumstances, 
to fix a firm price would result in the inclusion of substantial con- 
tingencies, and all savings achieved would accrue to the contractor. 
Usually we can negotiate an incentive target price significantly lower 
than a firm fixed-price would be. 

The General Accounting Office has been critical of some fixed- 
price contracts being used prematurely, before sufficient cost data was 
available. This is consistent with our strong conviction that we must 
be free to use escalation, incentive, and redeterminable contracts 
wherever they are appropriate. 

Various questions have been asked about our ability to estimate 
accurately costs for incentive contracts. We would like to make the 
following points—— 

Mr. Vinson. Now read this very carefully. 
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Secretary Banrtz. Ability to estimate accurately is even more im- 
portant for firm fixed-price and fixed-price escalation contracts than 
for incentive contracts, because with them the contractor keeps all 
of his savings. 

Second, we do not use an incentive contract unless we have enough 
information to estimate the target reasonably accurately. 

Third, we do not rely on just one or two persons for our estimates, 
The negotiator is responsible for seeing that independent data for 
our estimates is obtained from our technical people and auditors, 
from records of previous purchases, from the company itself, and 
often from its competitors, The company’s performance on prior 
contracts and the validity of its prior estimates are important con- 
siderations. All members of our negotiating team coordinate their 
varied skills in setting the target price. We also review the team’s 
proposal, first within the Bureau and later in the Office of Naval 
Material. The Assistant Secretary of the Navy personally reviews 
some proposed contracts. This is usually the case in very major 
ones. The point is that the estimate is not that of a single individual, 
but rather a cooperative product of a team of specialists in various 
divisions of the Navy. 

We consider the incentive contract to be vital to the interests of 
the Navy Department, in order to procure complex equipment at the 
least cost. We feel strongly that if this type of contract were not 
available, we would be forced into greater use of redeterminable and 
cost-type contracts which, in our opinion, are not as effective in con- 
trolling costs. 

In conclusion, we wish to stress that we use the fixed-price incentive 
contract only where a realistic estimate of the costs can be made. 

This is all of the statement, sir. 

_ Mr. Vinson. Mr. Courtney, get a copy of that statement, please, 
sir. 
So there is justification, set out in your statement, as to why you 
think you are warranted in continuing to use the incentive contract. 

Now, Mr. Secretary, what has the Comptroller General had to say 
about your estimate on incentive contracts? Is there anything in 
these documents that we submitted here from the Comptroller Gen- 
eral as to his views on the estimates that you make as a basis for your 
incentive contracts, in fixing the target price? 

Secretary Banrz. Specifically, I don’t know of any, sir. I am 
going to ask Mr. Steger if he knows of any. 

Mr. Vinson. I couldn’t understand you, sir. 

Secretary Bantz. I don’t know of any statement that the General 
Accounting Office has made, sir, in line of what you just asked, the 
question. 

Mr. Vinson. Is there anything, Mr. Courtney, in the comments 
of the Comptroller General in reference to the estimates they used for 
their target price, the method by which they obtain the information? 

Mr. Courrney. Mr. Chairman, there were six, as I recall it, con- 
tracts reported on last fall which were discussed with the committee 
by the Comptroller General 

Secretary Banrz. I remember those very well. Mr. Jones is thor- 
oughly familiar with them. 

Mr. Courtney. Six, am I right? 
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Mr. Jonss. Mr. Vinson, I might say that this is one of the reasons 
why we changed our policies and procedures to tighten up our pro- 
curement. 

The General Accounting Office indicated specific situations or in- 
stances in which we had not evaluated the cost information submitted 
by the contractor to the extent that we were able to negotiate accurate 
targets in those instances. We do no believe, sir, that. those instances 
are general or that they represent what we are normally able to do in 
negotiating an incentive contract. 

Mr. Vinson. Then up to that time, the Comptroller General was 
somewhat critical as to your estimate of your target prices, the method 
by which you arrived at it. 

Mr. Jones. On some contracts; yes, sir. 

Mr. Vinson. On some individual contracts. 

Mr. Jongs. Yes, sir. 

Mr. Vinson. Six of them. Now how many have you passed on? 
Is that the only number passed on by the Comptroller ? 

Mr. Jones. We are of the opinion that this represents a small por- 
tion of the total number which were actually evaluated by the ia 
eral Accounting Office. I do not have the figure. But, in general, 
we feel that the vast majority of these contracts were properly priced. 

Mr. Vinson. And how did it happen, then, that you did not have 
the proper evaluation of these six ? 

Mr. Jones. There were instances in which the information which 
was available had not been thoroughly evaluated and there were in- 
stances in which information should have been obtained which was 
not obtained. 

Mr. Vinson. Now the same team, and the team that makes these 
evaluations, was passing on it at that time, were they not? 

Mr. Jones. There was at that time the team operation. 

Mr. Vinson. It was the same. And the Comptroller, in examin- 
ing these six, concluded that the evaluation had not received the care- 
ful scrutiny and surveillance and attention it should have? 

Mr. Jones. Yes, sir. 

Mr. Vinson. Is that correct? 

Mr. Jones. That is correct; yes, sir. 

Mr. Vinson. Well, from that conclusion, why wouldn’t it follow 
that he probably did not pass on the others, or else that you were sort 
of tired and worn out and didn’t give it as close scrutiny as you 
should? That happens. We are all human. Sometimes we slow up 
at theend of the year. We start off pretty vigorously. 

Mr. Jones. I should correct this, Mr. Vinson, because these six 
which were pointed out by the General Accounting Office were in- 
curred, as I recall, during the years from about 1952 to 1957. It is 
over a period of about 5 years. So that the same individuals would 
not necessarily have been involved. 

Mr. Vinson. Now let’s go back a little. When was the incentive- 
we contract brought into being and who originated it? 

r. Jones. It is my understanding that the incentive-type con- 
tract was originated by the Navy during the Second World War. 

Mr. Vinson. Was it brought on the suggestion of the Navy or the 
suggestion of the manufacturer ? 
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Mr. Jonss. It is my understanding that it was used by the Navy, 
at its suggestion, in an attempt to reduce costs. 

Mr. Vinson. Did you accomplish it at that time ? 

Mr. Jones. It is my understanding that it has been effective since 
its initiation. 

Mr. Vinson. And all you have been able to accomplish now, for 
8 years, is out of $2,500 million worth of contracts—it has only been 
effective enough to save $67 million ? 

Mr. Jonzs. Mr. Vinson, I point out that the information indicated 
to you by Mr. Bantz was the target cost, the negotiated target cost. 
It did not include the ceiling. 

Now the ceiling would have been substantially higher. And in 
view of the fact that there was a $67 million reduction, which is a net 
reduction, taking into consideration those contracts which exceeded 
the target, we feel that this demonstrates a true saving. 

Mr. Vinson. Don’t you have, in making other types of contracts, 
the same information as to what the article should cost as you do with 
reference to what the target price will be? 

Mr. Jones. No, sir. 

Mr. Vinson. You don’t? 

Mr. Jones. In the case of research and development, which is 
quite—— 

Mr. Vinson. Let’s leave out research and development. Let’s talk 
about something—buying airplanes and building ships. When you 
make a fixed-price contract, don’t you have the same information to 
warrant you, in signing a contract, that you do when you make a 
se price? . 

ecretary Bantz. Mr. Vinson, we have a lot more information when 
we finally settle on a fixed-price contract than we do for an incentive- 
type contract, as I brought out in my statement. The fixed-price con- 
tract is one where practically all the cost factors are known or a high 
degree of competition is available. 

Mr. Vinson. Then you say you know, or have more information 
and are in better position to make a contract for a fixed price than 
you would be on the 

Mr. Rivers. Incentive—— 

Mr. Vinson. Target price? 

Secretary Banrz. That is right, sir. 

' Mr. Vinson. On the target price. Now why shouldn’t it be just the 
same thing all the way through ? 

Now the target price is nothing but an estimate. And there is the 
weakness of it. And why shouldn’t you have the same degree of 
knowledge and information, if it is available, that you have when 
you make a fixed-price contract ? 

Secretary Bantz. Well, again, Mr. Chairman, the fixed-price con- 
tract, as a general rule, is on a commodity that the costs are pretty 
well predetermined. Our able negotiators and the contracting officer 
are pretty well able to predetermine the costs of the component se 
and the labor that goes into it, which is an impossibility on an airplane. 

Mr. Vinson. Well, aren’t all those factors Roared into a target price 
estimate? Isn’t everything figured into a target price estimate? 
Secretary Bantz. Well, as near as it is known, yes, sir. 

Mr. Vinson. Exactly. 
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Secretary Bantz. But my point—— 

Mr. Vinson. All right. Now as near as it is known, and when 
you make a fixed-price contract, the same hing: happens, doesn’t it? 

Secretary Banrz. Except you know the costs there. 

Mr. Vinson. What? 

Secretary Banrz. Except you know the actual costs in the fixed- 
price contract, or a high degree of competition enables you to deter- 
mine which is the best. 

Mr. Vinson. Then that last makes me think, then, you do not have 
much competition when you make incentive contracts. 

Secretary Bantz. Well, as a general rule, that is right. 

Mr. Vinson. You don’t have any competition, do you? 

Secretary Bantz. We do have competition, but as a general rule— 
you see, the type of contract 

Mr. Vinson. You don’t have very much competition when you 
make an incentive contract because you say to the manufacturer, “We 
want this article, and this is what we think the target price should be.” 
And you and he negotiate the target price, do you not? 

Secretary Banrz. Yes, sir; when you buy a complex article such 
as the F4H plane—obviously you don’t have many competitors. There 
aren’t many people that are equipped to make it. 

Mr. Vinson. That is right. There is no competition at all when 
you make an incentive-type contract. Isn’t that practically correct? 

ee Bantz. Generally; yes, sir. I think in some instances 
you do. 

Mr. Vinson. Yes, sir. I am making my statement as accurate as a 
man in public life can make a statement. But it is as accurate as 
I know how to make it in committee. 

Mr. Vinson. You have all the information. 

Mr. Rivers. Wait,now. You are talking amout a fixed-price incen- 
tive contract ? 

Secretary Bantz. Pardon? 

Mr. Moorr. Yes, sir. 

Secretary Bantz. Yes. 

; Mr. Rivers. We are talking about a fixed-price incentive con- 
ract—— 

Secretary Bantz. Yes, sir. 

Mr. Rivers. When you say “incentive contract” ? 

Secretary Bantz. Yes, sir. 

Mr. Rivers. I see. 

Mr. Kirpay. I wish you wouldn’t make admissions against interest. 
[Laughter.] Mr. Chairman, may I ask a question or two? Let’s 
take for instance the F4AD airplane. You bought that under an in- 
centive-type contract ? 

Secretary Banrz. Mr. Kilday, I can’t answer as to the contract. 
Maybe Mr. Jones can. I would assume you would. 

Mr. Kizpay. You assume you would ? 

Secretary Bantz. But I would rather check it before I make the 
definite statement. 

ci Kirpay. You would order a definite number of the type of 
plane 

Secretary Bantz. After the development of it, yes, sir. 

Mr. Kirpay. After the development. That is after the research 
and development costs are out ? 
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Secretary Banrz. Yes, sir. 

Mr. Kizpay. Now, would you grant an incentive-type contract for 
all planes that you were ordering under the money then available? 

Secretary Banrz: Not necessarily. We may have. After our re- 
search and development experience, in which we ordered 1 or 2 or 3 
models, let’s say, then we might have gone into an incentive-type 
contract, in which we bought 20 or 30. And then we might have, as 
a result of the information that we attained from the incentive-type 
contract, later placed a fixed-price contract. 

Mr. Kinpay. I was just wondering what an airline does. For in- 
stance, if the 707 jet is coming out, and it hasn’t been used in an air- 
line service—— 

Mr. Rivers. Commercial. 

Mr. Kitpay. Commercial airline service—the 707 or the DC-8 is 
coming out. 

Mr. Rivers. Yes. 

Mr. Kizpay. Just what kind of contract does the airline make with 
the airplane manufacturer, do you know, Mr. Secretary ¢ 

Secretary Banrz. No, I do not know. I would assume—after all, 
the airline manufacturers, who are in competition with one another 
for business from the commercial carriers, spend a great bit of their 
own research and development money, a large part of which obviously 
has to go into the cost of the planes they deliver to their customers. 

Now, when we are dealing with the military, they don’t have any 
other customers than the military for those particular planes. 

Mr. Kirpay. Of course, that is all the more reason they have to 
know what it is going to cost them to turn out that plane. 

Mr. Vinson. That is right. 

Mr. Kizpay. Why they couldn’t use the same cost accounting and 
so on as in buying Government planes. 

Mr. Vinson. Put it this way: Do you know of any private industry 
that uses incentive-type contracts ? 

Secretary Banrz. I don’t know in that particular field whether it 
would be or not. In my business, Mr. Vinson, over a period of a 
great, many years of operation—when I was in charge of the procure- 
ment end of it—we never used anything but a fixed-price contract. 
And it was very obvious why we did. 

Mr. Vinson. That is right. 

Secretary Banrz. Because we were buying what is more or less 
called a common-use item on which we could predetermine the costs. 

Mr. Vinson. Now, the commercial enterprise in this country is 
very big. It makes all types of contracts. I know no place where an 
incentive-type contract was made except where the Government is 

rocuring something along the line of ships or aircraft and missiles. 

hat is the only type that I know of. 

Do you know of any ? 

Secretary Bantz. No, sir, I don’t know of any specifically. 

Mr. Vinson. Then if it is such a good contract, why hasn’t business 
taken it up? Isn’t business directly interested in keeping out of the 
red? And if you can save $67 million on two and a half billion dol- 
lars, don’t you know the stockholders will want that saving brought 
in? Then why doesn’t industry do it? 
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Secretary Banrz. You see, Mr. Vinson, industry does not—not the 
ones who are in favor of the incentive type contract. It is we as the 
procurement agency that are in favor of it. 

Mr. Vinson. All right; the man who buys what industry produces 
is interested in saving money. He is interested in getting the article 
as cheap as he can. 

Mr. Rivers. Could I ask the Secretary: 

Mr. Vinson. Now, wait, Mr. Rivers. 

Mr. Rivers. I thought you were finished. 

Mr. Vinson. Well, all right, I would rather you go on. I will 
think about what is in my mind. 

Mr. Rivers. Well, take the incentive-type contract, on that same 
plane that Mr. Kilday was talking about, after you got that plane 
out of the X stage and the costs were fairly determinable, and you gave 
him an incentive-type contract, you could renegotiate the ultimate 
fee he got on the final item in the production line. Say he built 
100 planes and you estimated, say, $1 million a plane or whatever it 
costs, and further say you estimated that his estimate was high and 
you redetermined his fee—would you do that? 

Secretary Bantz. The fee? 

Mr. Rivers. Yes, sir. 

Secretary Bantz. Well, what we do is not the fee, sir; it is the 
profit. 

Mr. Rivers. The profit ? 

Secretary Bantz. Yes. 

Mr. Rivers. You redetermine his profit ? 

Secretary Bantz. Yes, sir. 

Mr. Rivers. Say his profit 

Secretary Bantz. Well, we redetermine the total cost of the article, 
which of course includes his profit. 

Mr. Rivers. All right. 

Say you decide that that plane costs $990,000. Do you have any 
yardstick that you estimate what his profit should be ? 

Secretary Banrz. Well, of course, the total cost of the plane— 
the traget price—includes his profit. 

Mr. Rivers. All right. 

Say the target price fell under, in the production of 100? 

Secretary Banrz. Well, then the Government shares in the very 
large percentage of the profit and the contractor in the small balance. 

Mr. Rivers. But do you have any yardstick for that? Do you 
have any kind of percentage which is a yardstick ? : 

Mr. Jones. Mr. Rivers, in renegotiating a contract, we obtain all 
of the information which we are able to obtain. 

Mr. Rivers. I understand that. 

Mr. Jones. And when we sit. at the table ; 

Mr. Rivers. Then you decide the plane will most about $1 million. 

Mr. Jones. When we sit at the table, we evaluate the accuracy of 
the target which has been established. 

Mr. Rivers. That is right. 

Mr. Jones. If we feel that the target is not as accurate as it should 
be, we may establish a plateau, which would mean that he would not 
share in any savings until he had reduced the cost a certain per- 
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centage. At that point he would then begin to save, or to share in the 
savings. ' 

Conversely, as we go above the target, if we felt there was a very 
precise target having been negotiated, we might agree to a slight 
plateau above the target before we began to penalize him on his 
profit. 

But I think it should be very clearly understood that there is a 
penalty above the target as well as there is a participation in the 
sharing below the target. 

Mr. Rivers. And that is determined before the contract is first 
entered into? 

Mr. Jones. Yes. 

Mr. Rivers. Clearly understood ? 

Mr. Jones. I think it is important to point out that by doing this, 
we inject an incentive into the contract at the outset. 

Mr. Rivers. I see. 

Mr. Jones. If you do not have a formula which is understood by 
the contractor and the Government at the outset, and you should 
have negotiated a ceiling under a straight redeterminable contract 
that might be high, there would be no inclination or no necessity on 
the part of the contractor to generate savings under those circum- 
stances. 

Mr. Vinson. Now, put in the record, right at that point, the penalty 
above the target. 

Mr. Rivers. That is right. 

Mr. Vinson. And in how many instances it has been applied. 

Mr. Jones. We would need to get that information for you, sir. 

Mr. Vinson. Has it happened often ? 

Mr. Jones. I would say in the 15 contracts which exceeded the 
target price, it probably occurred in most if not all of those. 

Mr. Vinson. Then there have been only 15 contracts that exceeded 
the target price ? 

Mr. Jones. Out of a total of 47. 

Mr. Vinson. Out of 47? 

Mr. Jonzs. Yes, sir. 

Mr. Vinson. Fifteen exceeded. And in this 47, you were able to 
get a lower price, dollarwise, of $67 million, is that correct ? 

Mr. Jonss. The 32. 

Secretary Bantz. Yes, sir. 

I can give you the figures now that you asked for before, Mr. Vinson, 
because they have just been added up. 


The 15 contracts had overruns—that is, above the target price—of 


$68,832,000. 

Now, I can’t tell you the penalty there or how much. 

Mr. Vinson. Let’s find out if you got any penalty at all. 

Secretary Banrz. Yes. 

As Mr. Jones just said, in most instances they were, and that in- 
formation will be supplied for the record. 

Mr. Vinson. All right. 

Secretary Bantz. Now, in the balance of the 32 contracts, the total 
under-the-target costs was $136,479,000, which resulted in the figure 
I quoted earlier, of $67,647,000. 
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Mr. Vinson. And that under-the-target price of $136 million—the 
Government had 80 percent and the contractor had 20 percent, is that 


right ¢ 

Necretary Bantz. I don’t know if it is 80 flat. What is the per- 
centage ? E 

Mr. Moors. That is a characteristic one—or a typical one made. 

Mr. Vinson. And in addition to that profit, there was also a fixed 
profit of 8 percent in arriving at the target figure? 

Mr. Jones. That is correct. 

Mr. Vinson. That is right. Then the committee can understand, 
then, out of this—Mr. Courtney, figure that out. On 82 contracts 
there were $136 million under the target price, and the contractors 
were entitled to 20 percent of that plus the 8 percent on his target 

rice. 

. Mr. Jonxs. It should be pointed out that the 80-20 and the 8 per- 
cent are not fixed formulas. The formula may vary anywhere from 
5 to 50 percent. 

Mr. Vinson. It hasn’t varied much. All my information, prac- 
tically in every way, has been 80 and 20. 

Now, tell us in how many instances it was below 20. 

Mr. Jonss. We would be able to furnish that. 

Mr. Vinson. All right, put that in the record. 

Mr. Vinson. Now, let’s see how accurate we are in that statement. 

Mr. Kitpay. Is the formula determined in the contract ? 

Mr. Vinson. Yes. 

Mr. Jones. The formula is set up in the contract. 

Mr. Vinson. That is right; 80-20. 

Mr. Rivers. May I ask one more question ? 

Mr. Jones. When the contract is initially negotiated, the target is 
set and the profit-sharing formula is set; that is, both the penalty 
and the share in cost savings. 

Mr. Rivers. At the time of the negotiation of the contract? 

Mr. Jongs. Yes, sir. 

Secretary Banrz. Mr. Vinson, I think probably these figures will 
answer the question for you. 

The average target profit rate on the 47 contracts that we mentioned 
was 8.8 percent, whereas the average final profit to the contractor 
on the 47 contracts was 9.8 percent, or 1 percent higher. 

Mr, Rivers. Mr. Chairman. 

Mr. Vinson. Go ahead, Mr. Rivers. 

Mr. Rivers. Say with that information in hand, Mr. Secretary, 
and you procured an X number of planes, say 100, 200 or 500 or what- 
ever they were, and you needed an additional order of that identical 
prototype, or that identical plane. Say you were the agent for 

-DAP, for certain planes for the Allies under the D-DAP pro- 
gram, would you negotiate a contract then on a fixed price or an in- 
centive contract, for the additional order of planes? 

Secretary Banrz. Well, I would say on that, Mr. Rivers, that if 
we had sufficient information developed on some other type of a con- 
tract. an incentive or a redeterminable, so that we felt pretty sure of 
our facts, then we would place it on a fixed-price basis. 

Mr. Vinson. Now, if there is such scrutiny over the incentive con- 
tract and such great advantage to it, why does not the Army use it? 
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Secretary Banrz. Well, I can’t answer, of course, why the Army 
doesn’t use it, sir. 


Mr. Vinson. Well, isn’t the Army just as interested in getting : 


the article as cheap as the Navy ? 

Secretary Banrz. You see, for one thing, as I said before, by far 
the major part of our dollars, about 80 percent of the dollars that are 
obligated in 1959 on incentive-type contracts were on planes and ships, 
The Army buys neither. 

Now, there is a large part of the balance of it—— 

Mr. Vinson. Well, the Army is buying missiles. 

Secretary Banrz. Well, a very, very small part of Navy procure 
ment obligations on incentive-type contracts was on missiles. Ac- 
tually, it was 8 percent of the total dollars of our incentive contracts, 
or 1 percent of all the procurement dollars obligated by the Navy. 

_Mr. Viyson. All right, then if you are sound on the purchase of 
aircraft and construction of ships, in using this type of contract, why 
should it not be used all down the line? 

Secretary Bantz. Well, of course, we have more definite informa- 
tion on planes and ships than we do in the newer area of missiles. In 
other words, cost data. 

Mr. Vinson. Then, the uncertainty is what appeals to you, to make 
this type of contract ? 

Secretary Bantz. Well,no. I said earlier, sir 





Mr. Vinson. Well, you said you had more information was the rea- } 


son you made these other types of contracts. 

Secretary Banrz. We have more cost information on an airplane 
or a ship. 

Mr. Vinson. That is right. 

Secretary Banrz. The components that go into it. 

Mr. Vinson. And then the reason you are using this type of con- 
tract is because of the uncertainty of the costs? 

Secretary Bantz. The uncertainty of the cost on the missile. 

Mr. Vinson. Or whatever you are buying. Isn’t that correct ? 

Secretary Banrz. Part of that is correct, sir. 


Mr. Vinson. Then the more uncertain it becomes, the more nu- 


merous and the more often you use the contract ? 
Secretary Banrz. Oh, no, sir; the more uncertain : 
Mr. Vinson. That is exactly what you said. That is following 





your own analysis. You say the reason you use the other type of con- © 


tract is because it is certain and positive. And then you are using 


this contract. And then you say that the uncertainty of it is one of | 


the reasons that prompts it. 


Secretary Bantz. No, Mr. Vinson, what I tried to say was that the | 


reason we don’t use incentive-type contracts to any large degree on 


missiles is because of the uncertainty of the cost. We are much more | 
certain of our costs on an airplane or a ship than we are on a missile. | 


Mr. Vinson. All right, wherever you use an incentive-type con- 
tract, it is always a negotiated contract, is it not? 

Secretary Bantz. That is correct. 

Mr. Rivers. Could I ask this one question, there? 

Therefore—if you ever sign a fixed-fee contract, you are stuck ; that 
is, the Government, if the manufacturer runs into some kind of bo- 


nanza on production ; whereas, in the incentive contract, if he develops | 
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something where his profit might be what you think it shouldn’t be, 
then you can renegotiate or redetermine it ? 

Secretary Bantrz. That is right, sir. 

Mr. Rivers. So you do have an advantage in that area? 

Secretary Bantz. Yes, sir. 

Mr. Bares. The most uncertain is the cost plus a fixed fee? 

Secretary Bantz. Yes. 

Mr. Bares. The most uncertain, in the area you deal with, is the 
cost plus a fixed fee ¢ 

Secretary Banrz. That is right. 

Mr. Vinson. But the fee is fixed. 

Mr. Bares. Yes. 

Mr. Vinson. The fee is fixed. 

Mr. Bares. Yes. 

Mr. Vinson. He knows; that is true. 

Mr. Bares. But the costs are most uncertain when you use a cost 
plus a fixed fee. 

Secretary Banrz. That is right. 

Mr. Bares. Now, after that, you move into this incentive thing. 

Secretary Bantrz. You are correct. 

Mr. Bates. Because of the lack of certainty, is that right? I would 
like to ask a question 

Mr. Vinson. You say you move into it because of the lack of 
certainty. 

Mr. Bares. Relatively. It is more certain than a cost plus a fixed 
fee, but less certain than the other one. 

Mr. Jones. Mr. Vinson, I think it is worth pointing out that the 
normal progression—not always, but normally—would be from a cost- 
type contract—let’s assume this is a program for the development of 
an airplane—to a redeterminable-type contract, that is without in- 
centive. The redeterminable-type contract sets a ceiling, but it does 
not have the incentive which generates the saving that an incentive- 
type contract has. 

We are limited in the use of an incentive contract to those situations 
in which the contractor has an accurate accounting system and where 
we can reasonably accurately estimate the costs, where there are not 
excessive contingencies. 

Mr. Vinson. Now if this is such an outstanding contract, why did 
not the Department of Defense ask—and of course they had acquiesced 
in it, because you are cognizant of what is going on—that the Re- 
negotiation Board give it special attention and special treatment. 

Mr. Jones. In my opinion, the reason for this was along these lines: 
that if a contractor puts forth a tremendous effort to make savings and 
accomplishes such savings, there is reason to believe that he should 
have special consideration in those circumstances. 

Secretary Bantz. Well, the complaint of all contractors is, “Why 
should we have an incentive when you renegotiate and take it away 
from us?” 

Mr. Becker. Mr. Chairman, just one question I would like to ask 
the Secretary. 

In the course of your fixed-price contracts and/or your bid con- 
tracts, how often do you find your estimates made by the Navy De- 
partment in excess of the bid price made by the competitors? 
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Secretary Bantz. Well, I think—the only thing there we would 
use would be contracts that have a fixed price as the result of negotia- 
tions. 

Contracts that have a fixed price, which are actually as the result of 
bids against formal ads, we would have no record of. ( 

As to the other, I don’t know. I would have to do a little survey 
work in that area. 

“Mr. Brecker. Usually, in the contracting business, Mr. Secretary, 
by most contractors and private builders as well as many agencies, 
estimates are figured before they are put out for bid? 

Secretary Bantz. That is right. 

Mr. Becker. Now how often do your estimates exceed the bids that 
come in on any number of contracts, or under the estimates? 

Secretary Banrz. I would have to do a little survey work on that. 

Mr. Becker. Pardon? 

Secretary Bantz. I would have to do a little survey work on that. 

Mr. Becker. I would like to know how your estimates run in respect 
to the contractors’ bids. 

Secretary Banrz. We would be very happy to make a survey. 

Mr. Brecker. Whether your estimates are over or under, to get an 
idea of how your estimating operates. 

Secretary Bantz. You are talking about fixed-price contracts? 

Mr. Becker. Fixed-price contracts, yes. 

Mr. Vinson. All right, along that line, in arriving or entering into 
a fixed-price contract, plus a fee—no, cost-plus contract with fees—— 

Mr. Bates. Cost-plus-fixed-fee contracts. 

Mr. Vinson. Cost-plus-fixed-fee contracts—the fee is always de- 
termined when the contract is made, as to what fee he is going to get? 

Secretary Bantz. That is right, sir. 

Yaad bcm Now how close a supervision do you have on the item 
of cost 

Secretary Bantz. How close a supervision do we have of what, sir? 

Mr. Vinson. On the item of cost. 

Secretary Bantz. On the item of cost? 

Mr. Vinson. You are paying for everything, and he manufactures 
it and you give him a fee for manufacturing it. Now how close do 
you scrutinize his costs? 

Secretary Bantz. You mean the estimate—— 

Mr. Vinson. On what do you permit him to charge in his estimate? 

Secretary Bantz. You mean the estimate or the final—— 

Mr. Vinson. The final. 

Secretary Banrz. The final, of course, is done by the auditors, and 
is on the basis of the allowable costs, which, as you know, have re- 
cently been reissued by the Department of Defense. And they have 
been worked out after a period of several—well, I was going to say 
months. It is actually years of work on them, of submission to in- 
dustry, and many other things, which delay the issuance of them. 

But I think they are a pretty excellent set of allowable costs, which 
all of the contracting officers and all the auditors of course have at 
their command. 

Mr. Bares. Well, there is less reason for incentive there than any 
other contract you put out. 
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Secretary Bantz. Well, of course, this applies to everything, Con- 
gressman. 

Mr. Bares. Yes, but more so in this particular one, as far as the 
contractor is concerned; in the cost-plus-a-fixed-fee there is less rea- 
son for him. 

Secretary Banrz. Well, the only estimate at all for many—the 
question is what might happen to him when the auditors finally audit 
his books at the completion. Because there isn’t any other incentive. 

Mr. Bates. Exactly. 

Mr. Kuwpay. Mr. Chairman—this is Mr. Jones, isn’t it? 

Mr. Jonrs. Yes. 

Mr. Kizpay. He indicated something a moment ago. I think it 
might be helpful if he developed it for us, or perhaps supplied us 
with his experience along the line. 

You started to say the natural development of this thing would be, 
say, in a research and development contract, and then into your pro- 
duction contracts, moving from one type of contract to the other. 

(Mr. Jones nods. ) 

Mr. Kixpay. I believe if you would enlarge on that a little bit now, 
and then perhaps take some plane or ship or something that you trace 
through that and give us the way it came out as to costs and so on. 

Secretary Banrz. We would be glad to do that, Mr. Kilday. 

But I can assure you in advance that where we have gone through 
the procedure you have just outlined, our final price, as determined 
by an incentive price as compared to either a cost-plus or a rede- 
terminable contract, was much lower. And then of course if we are 
able as a result of subsequent contracts to place a fixed-price contract, 
that was the lowest of all of them. We will give an example. 

Mr. Kitpay. This begins to have a pattern to it. 

I believe if you will explore it from what Mr. Jones indicated 
there—starting off with no information, and then the next time some 
information, and still more, and then positive information. 

Secretary Bantz. We will take an item or two and supply it for 
the record. 

Mr. Jones (addressing Mr. Bantz). Unless they want an explana- 
tion. 

Mr. Vinson. Go ahead and take a ship—— 

m reer Bantz. Would you’ like a further explanation, Mr. 
ilday ? 

Mr. Vinson. Doit right now, if you can. 

Secretary Bantz. Of course, we can’t give you a specific example 
tight now. 

Mr. Vinson. Let’s take a hypothetical case. 

Mr. Jones. Let’s take an aircraft as an example. 

Mr. Vinson. Talk a little bit louder, please, sir. 

Mr. Jones. An aircraft which has never been produced; that it has 
been developed, designed, research conducted on it to fit a particular 
specification and perform a particular function. 

The only way that we are able to contract: for this type of item is 
with a CPFF contract, that is, a cost-plus-a-fixed-fee contract, where 
we fixed the fee at the outset, but the costs are so nebulous that neither 
we nor the contractor can in fact evaluate them. 
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The costs, as Mr. Bantz says, in those instances, are revieweu very 
thoroughly by our auditors and our field inspectors and are alluwed 
in accordance with part 2 of section 15 of the ASPR, 

This is the close control that we have over cost. But there is no 
risk involved to the contractor. If there is an overrun, then this 
overrun must be funded or the work must be discontinued. 

When we have completed the development and have sufficient in- 
formation based upon the possible or probable production of a proto- 
type, we then go into usually, or possibly, either an incentive or a 
redeterminable-type contract. 

If the information is insufficient to permit us to go into an incen- 
tive-type contract, we will go into the redeterminable type. 

What this does is in fact set a ceiling on the amount of cost which 
the contractor can incur, but it does not place an incentive into that 
contract. 

Upon completion of the redeterminable-type contract, we have nor- 
mally accumulated sufficient information which will then enable us 
to do one of two things, and that is either negotiate an incentive 
contract or negotiate a fixed-price contract. 

Normally, the information may not be sufficient to negotiate a 
fixed-price contract. ; 

As a consequence, based upon the information accumulated in the 
past and the establishment of as accurate a target as we are able to 
establish, we devise a sharing formula at the outset, so that the con- 
tractor then knows if he saves a certain amount of cost, he will par- 
ticipate to a certain extent in that saving. _ 

So that he immediately begins to gear his operation to the increase 
in profit which will be achieved in that manner. 

Now, if there is a follow-on contract subsequent to this incentive 
contract, it is quite likely that, unless there have been substantial 
changes in the material or the equipment itself, we will be able to 
negotiate a firm fixed contract based upon costs which are realistic 
and actual. 

Mr. Vinson. I judge from that, Mr. Kilday, then, from the birth of 
the article down to its production, there are various types of contracts 
at different stages that would be discussed or entered into. 

Mr. Kitpay. Well, I would feel better about it if I thought that is 
the way it operated. 

For instance, back with the old B-17, I think we paid about $3 
million for the first ones, and the last ones we paid about $500,000 
for them. 

So could you take, say, some article that we are more or less familiar 
with, like the F-4AD or anything else, missiles or anything, and give 
us what it cost in the first stage, and then under your cost-plus and 
your incentive, and let us just have some pattern of how the thing 
operates ? 

Mr. Bares. Mr. Chairman, what kind of a contract did we have on 
the A-2D? Does anybody remember that ? 

Secretary Bantz. On which, Mr. Bates? 

Mr. Bates. A-2D. 

Secretary Bantz. We don’t have the information with us. 

Mr. Bates. What? 

Secretary Bantz. We don’t have the information with us. 
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Mr. Moors. We did have the AD on incentive contracts. 

Mr. Bates. That was the one that was canceled, the A-2D. 

Mr. Rivers. Oh, no. 

Mr. Moore. I don’t have that information. 

Secretary Bantz. Mr. Kilday, I think we can supply that. We will 
have to go back to an older item than the F-4H. 

Mr. Rivers. I understand that. 

Secretary Bantz. I think an A-2D might be a very good place to 
do that. 

Mr. Rivers. Take the A-4D, Mr. Chairman. 

Mr. Vinson. Why can’t you take the Polaris missile ? 

Secretary Bantz. Well, you see, the Polaris missile—there would 
be no place to use it as yet, because we would have to wait until several 
years when we had the successive followon types of contract. 

Mr. Rivers. Take the A-4D. That is the Sky Raider, isn’t it? 

Secretary Bantrz. Yes, sir. 

Mr. Vinson. What other kinds of missiles do you have? 

Secretary Ban'rz. The Sidewinder. 

Mr. Vinson. Take the Sidewinder. Now, follow that, for the 
record, all down through the production and the different types of 
contracts at the different periods for which contracts were used. 

Secretary Banrz. Yes, sir. (See app. 3.) 

Mr. Vinson. Now, that gives it. 

Now, Mr. Courtney, questions ? 

Mr. Courtney. Yes, sir. 

Mr. Secretary, I am not sure I clearly understand the figures. 

Mr. Vinson. A little louder, Mr. Courtney. We can’t hear you. 

Mr. Courtney. On overrun, you said that 15 of your contracts that 
= contained in your tabulation resulted in an extra cost of $68 
million. 

Was that over target price or was it over target ceiling ? 

Secretary Bantz. Well, it was over the actual target cost as estab- 
ished. 

Mr. Courtney. Well, either the price or the target ceiling, is what 
Iwant. Did you have target ceilings ? 

Secretary Bantz. No. It was up to the target ceiling. Anything 
above that would not.be included in the $68 million. 

Mr. Courtney. So the $68 million was all within or less than the 
target ceiling price initially negotiated ? 

Secretary Bantz. I think that is right. 

Isn’t it ? 

Mr. Jones. Yes. 

Mr. Courtney. Is that right ? 

Secretary Bantz. Yes, sir. 

Mr. Courtney. Do you know whether there were any costs incurred 
or expenditures made in excess of the $68 million ? 

Secretary Bantz. I think is is a reasonable assumption that they 
were. 

Now, whether or not we can prove that from the contractor, I 
wouldn’t know because the Government had no part in it. 

Mr. Courtney. At that point, that is, the $68 million ceiling, the 
contractor takes over, is that right ? 

Secretary Bantz. That is right. Any above that—— 
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Mr. Courtney. So if you attribute any loss to the contractor, it 
would have to be in excess of the $68 million on these 15 contracts? 

Secretary Banrz. That is right. 

Mr. Courtney. And those figures you do not have, is that it? 

Secretary Bantz. No. There was no reason—once we established 
allowable costs up to the ceiling, there was no reason for the Navy 
going beyond that. 

Mr. Courtney. Well, do you have any information at all, in any 
of the bureaus, or could you supply it for the record, as to whether or 
not on any of these 15 contracts the contractor made any expenditure 
of his own? 

Secretary Bantz. Above the ceiling ? 

Mr. Courtney. Above the ceiling. 

Secretary Banrz. I am quite sure we could. (See app. 3.) 

Mr. Courtney. Now, in making the comparison which the chair- 
man made in the course of his remarks to you on the percentage of 
saving effected in the 47 contracts the comparison was with the Army, 
which was, of course, a comparison of redeterminable contracts. And 
the difference in percentage on volume was 21% in the case of the Navy 
incentive and 4 percent in the case of the Army, on redeterminable. 

In your opinion, does that not indicate or could it not be said to 
indicate that the savings resulting from redeterminable contracts, 
properly executed and properly negotiated, result in greater savings 
than those under incentive ¢ 

Secretary Banrz. I don’t think we could answer that without an- 
alyzing those contracts, Mr. Courtney. 

Mr. Jones. We would need to know, Mr. Courtney, whether or not 
the savings which the Army indicated was the saving below the ceil- 
ing of the redeterminable contract. 

In this instance, the savings are below the target. 

Mr. Courtney. Now, I have a further question which is to supple- 
ment the record. 

In the statement which you gave, Mr. Secretary, there was a ref- 
erence to the business management exercised by the Office of Naval 
Material in negotiating contracts and for other purposes, on con- 
tracts which were in excess of $300,000. 

Could you tell us precisely what the business management is which 
is exercised? Where the authority and responsibility rests? 

Secretary Bantz. Mr. Jones lives with this daily. I would like 
to have him answer this. 

Mr. Jones. Mr. Courtney, the Contract Clearance Branch of the 
Office of Naval Material reviews all contracts in excess of $300,000 
for the business aspects. 

Mr. Courtney. Now, what does that mean ? 

Mr. Jonss. This means that having accumulated information in 
this Office over a period of years, and having experts who are able to 
evaluate the type of contract which is used, as to the cost. breakdown, 
the learning curves and other aspects which indicate whether or not 
the deal itself is a good oné, are able to approve, revise, or disapprove 
the presentation which is made to that Office. 

Mr. Courtney. Well, now, having done all that, where does the 
responsibility lay for the execution of the contracts on the part of 
the Navy ? 
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Mr. Jonxs. The responsibility remains with the contracting officer, 
insofar asthe execution of the contract is concerned. 

But he is not able to execute—well, he would not, under the regula- 
tions,execute a contract under these circumstances without the ap- 
proval of the Office of Naval Material. 

Mr. Courtney. Well, would we understand the situation to be this, 
then, that the Office of Naval Material supplies some guidance in con- 
tracts over $300,000 ? 

Does the Office, having the authority and the responsibility for mak- 
ing the contract, which I assume from your statement would be the 
bureau—let’s take naval weapons—may it do something contrary to 
the business guidance given from the Office of Naval Material? 

Mr. Jones. Not unless it evaded the regulations. 

Mr. Courtney. In other words, by the regulations, then, what the 
Office of Naval Material says must be negotiated into the contract, is 
that right ? 

Mr. Jones. This, again, is a matter of discussion as between the 
Bureau and the Contract Clearance Branch. It isn’t a case in most 
instances of forcing anything on the Bureau. It is a case of reason- 
able, intelligent men sitting down together and coming up with what 
is considered to be the proper Navy position. 

Mr. Courtney. Well, let us assume the Chief of Bureau, for rea- 
sons of his own, in the course of his negotiations is advised or deems 
to be improvident or imprudent to follow the recommendations of the 
Office of Naval Material; what happens? 

Secretary Bantz. I would think he would either discuss it with the 
Chief or the Deputy Chief of the Office of Naval Material, or the As- 
sistant Secretary for Material of the Navy. 

Mr. Courtney. So in this case, under the regulations, it would be a 
matter of appeal from an in-bureau decision ? 

Secretary Bantz. That is right, sir. 

Mr. Courtney. Or an in-department decision ? 

Secretary Bantz. Well, now—no—— 

Mr. Courtney. Any variation or deviation would be a violation of 
regulations without such an appeal, isn’t that right ? 

Secretary Banrz. No, I don’t think that is quite right, Mr. Court- 
ney. 
1 think, again, as Mr. Jones says, this is a case of men sitting down 
and discussing these things. 

Now, in order to get a contract clearance on negotiated contracts, 
on the exceptions 11 through 16, as I recall, there they must get a 
clearance from the Office of Naval Material, which is subsequently 
signed by the Assistant Secretary of the Navy for Material, and they 
can not deviate from that. 

Mr. Courtnry. That is the final arbiter, then, of all differences? 

Secretary Bantz. Yes, sir. 

Mr. Courtnry. Now, we spoke about negotiation here, and we have 
spoken about competition. And in your statement you have indicated 
that the incentive contract is a follow-on contract after an article has 
been developed. 

Secretary Bantz. As a rule. 

Mr. Courtney. Is there any instance in which the contractor has 
not been previously selected and is not a sole source ? 
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Secretary Bantz. I think Mr. Jones can answer that. 

Mr. Jones. I would think in most instances he would be a sole 
source, Mr. Courtney. 

Mr. Courtney. So that if you come, that is, if you lack agreement 
at the negotiating table with your sole source, and you come to a 
disagreement on costs, what happens? 

Mr. Vinson. What happens? You give him the contract anyhow; 
don’t you? 

Mr. Jones. In those instances, if it cannot be resolved at the Bureau 
level, it again is taken as high as is necessary to bring the pressure to 
bear within the Navy to get what the Navy considers to be a fair 
business deal. 

Mr. Courtney. Then do you have to go outside the contract and 
outside the negotiations in order to force an agreement, or are you 
privileged by the terms of your contract to reach an agreement ? 

Mr. Jonrs. Well, once the contract has been negotiated, we live 
within the terms of the contract. But if the contract has not been 
negotiated, we try, again as reasonable men, to sit down and come 
up with a mutually satisfactory arrangement. 

Mr. Courrney. Let us assume a case in which the contractor dis- 
agrees on your assessment of man-hours, either in number or dollars, 
and you cannot reach an agreement, and on the information before 
you, you are satisfied from the cost data you have assembled that 
the contractor’s position is too high and failed to reach agreement. 
What can you do? 

Mr. Srecer. Let me answer that one. 

Mr. Vinson. What do you do? 

Mr. Strecer. Mr. Courtney, in an incentive contract, the final costs 
are subject to negotiation between the parties. Generally, the parties 
agree on the costs that are allowable or not allowable, in the final 
negotiation of costs in an incentive contract or in a cost-type contract. 

Now, in an incentive contract, if we agree on the final costs, then 
the formula is automatically applied. 

If the parties cannot agree, then the question is governed by the 
disputes clause of the contract. The contractor can appeal to the 
Armed Services Board of Contract Appeals for a determination of 
the costs that are in dispute. And then generally the decision of 
that Board is final and binding on both parties to the contract. 

Mr. Vinson. Put in the record, then, how many appeals have actu- 
ally taken place in the last 2 or 3 years when you aren’t able to get 
together. 

et’s see if you do not find yourself thinking just like the manufac- 
turer sitting across the table on the figures. And you give in to him 
and acquiesce in his views, in more cases than you appeal; do you not! 

Mr. Srecer. Mr. Chairman, we will certainly supply the number 
of cases where, in a cost-type contract or in a redeterminable-type 
contract or in an incentive contract 

Mr. Vinson. Just keep it down to incentive. That is what we want 
to find out. 

Mr. Srecer. I will be glad to keep it to incentive contracts, and 
supply for the record the number of cases that have been appealed 
in that situation. (See app. 3.) 
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Secretary Banrz. I would like to say, Mr. Chairman, on this point, 
if we predetermine that an incentive-type contract or a particular 
contract is the best, we may have to change our mind, just. because of 
what you are talking about here, and go to a cost-type contract. 

Mr. Vinson. But, now, as a matter of fact, we are all practical 
people. We are realistic about these things. When you come to that 
impasse, why, somebody has got to give, and you know you give, and 
I know you give. The Department gives because it wants the article. 
And the Department pays the bill. And you know it and I know it. 

Mr. Jones. Mr. Vinson, we can furnish you with information 
which will indicate, I think, to the contrary; that where the contrac- 
tor has asked for a certain amount and we have had a justifiable rea- 
son for reducing it, that it has in fact in most instances been reduced. 

Mr. Morris. Mr. Chairman, may I ask a question or two, please ? 

Mr. Vinson. Yes, sir. 

Mr. Morris. Gentlemen, I would like to lay a very brief predicate 
before asking this question. 

As an individual member of this committee and as a member of 
Congress, I would not want to see any contract made with our depart- 
ments, or with the Government anywhere, by big business or small 
business, without the business, a good valid firm, big or little, making 
a reasonable profit. They are entitled to it. They can’t stay in busi- 
ness unless they make a reasonable profit. 

The only thing I am concerned with is that business, big or little, 
does not make an unreasonable profit or that there is not real waste 
somewhere. 

Now, on this incentive contract proposition, if the actual cost is less 
than the target, there is an 80-20 percent formula, is that right ? 

Mr. Jones. A formula of some sort. It might be 80-20. 

Mr. Morris. All right. Who gets the 80 and who gets the 20? 
R= Jones. The Government gets the 80 and the contractor gets 
the 20. 

Mr. Morris. The contractor gets the 20. All right. 

_ Now, it seems to me—there may be some real virtues in this incen- 
tive contract. I have been listening carefully. There may be some 
real virtue there. Probably there is some virtue. But it seems to 
me it has one inherent weakness, and that is that business is in busi- 
ness to make a profit. Otherwise,-they couldn’t exist. And there 
would at least be an incentive there for them to make that target: just 
as high as they could make it so they could make their first 8 percent 
on the contract, plus this bonus of 20 percent. 

Now, there is that incentive. And the question is whether or not 
the procedure that we are following is careful enough and expert 
enough to prevent that target from being too high. 

Mr. Jones. Yes, sir. 

Mr. Morris. There is the real crux of it, as I see it. 

Mr. Vinson. You hit the nail on the head. I compliment you. 

Mr. Morris. All right. 

Then there is one other thing I want to ask. I have just written it 
out here. And it might not work out at all. 

If you had the responsibility, I shouldn’t. want to invoke this with- 
out thorough consideration. 
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But I would like to ask you why this type of contract wouldn’t be 
a good thing, and your reasons, if it wouldn’t. 

Why wouldn’t it be a good program to have only,a fixed contract, 
with some kind of provision that if the contractor could clearly show, 
after the work is all completed, that because of certain circumstances 
or contingencies that could not have been reasonably foreseen at the 
time of athe contract, an adjustment could be made giving the con- 
tractor a reasonable profit over cost, not to exceed a specified amount? 

Now, why wouldn’t that be a good type of contract ? 

Mr. Jones. If we were to negotiate a fixed price for the type of 
item that we are talking about—let’s say the A~4D—the contractor, 
working on this plane for a period of approximately 3 years and not 
having resolved all the technical difficulties, would probably require 
such contingencies that, to obligate our funds on that basis, would 
make it difficult for us to complete our entire programs, 

The contractor, as you say, is trying to protect himself. If he 
doesn’t have an incentive or a redeterminable type contract, he is going 
to attempt to obtain the same protection in a fixed-price contract, 

So regardless of the type of contract, if it is a fixed-price type, we 
are as vitally concerned with negotiating an accurate price or an 
accurate target. If we would negotiate a poor fixed price, as was 
= out in Mr. Bantz’ statement, the contractor gets all of the 
profit. 

Mr. Morris. Well, that is a pretty fair answer, but I don’t think 
it isa complete answer. Because you would run into the same proposi- 
tion there, it seems to me, on a target price contract. You would 
still run into that proposition. 

And you wouldn’t want the contractor to lose money if he fixed 
a target there and in good faith fixed it, and he ran over that target 
in good faith, in rendering service to the Government, why, he ought 
to be taken care of in some way. 

Now, that gets over on the other side. I don’t want any waste, and 
I don’t want any unreasonable profits. But on the other hand, I 
don’t want to see our contractors, in good faith, lose money in dealing 
with the Government. 

Mr. Jones. Mr. Morris, when we have a situation in which we can 
properly negotiate a fixed price but there are problems in connection 
with the length of time that the contract is to be performed, and 
labor and material may increase during that period, we fix the price 
and then do precisely what yousay. And that is to give the contractor 
consideration for the actual increases in cost that occur in those 
limited areas. 

Mr. Morris. Just this last thing. 

I don’t know nearly as much as these gentlemen who have been a 
long time about it, but I am a lawyer of many years’ experience, and 
I know something about contracts. It might be that the final answer 
would be that you deal on a quantum meruit basis and pay for what- 
ever is properly served you. 

Mr. Vinson. This is off the record. 

(Further statement off the record.) 

Mr. Vinson. This is the atomic age you are living in now. And 
no law-writer has ever been able to clearly write a textbook on in- 
centive-type contracts yet. I want to find out this, now. I want you 
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to be sure to look up and send up here the actual number of appeals 
that have been made. And I want to see if it hasn’t always happened 
like I am satisfied it has happened, and that is, when the impasse 
occurs, the Government gives away and the contractor signs. 

Now, let’s be fair. We are just trying to do a good job and see 
what kind of contracts are the best ones. 

Mr. Huppiestron. Mr. Chairman, you mean appeals based on cost 
and profit—fiscal matters. 

Mr. Vinson. That is right. 

When the impasse takes place, I know what happens. They sit 
down and fuss when they can’t get them to go along, and they say, 
“Go ahead and do it.” And say, “You have to do a good job.” And 
that is when the contract is signed. 

Mr. Rivers. Let me ask the Secretary a question. 

Who develops, who initially develops the target price? 

Secretary Bantz. Who initially develops it ? 

Mr. Rivers. Yes. 

Secretary Banrz. The team, Mr. Rivers. 

Mr. Rivers. The team ? 

Secretary Bantz. Yes; this negotiating team we spoke of several 
times, Friday and today. 

Mr. Vinson. And that negotiating team does not have the same 
knowledge of the cost that it has when it makes these other type 
contracts. 

Mr. Rivers. That is on a prototype. 

Mr. Vinson. It doesn’t make a bit of difference what it is. He is 
dealing in dollars. He has some estimates. 

Now, here is what Mr. Bantz says: 

Various questions have been asked about our ability to estimate accurate 
costs for incentive contracts. We would like to make the following points: 

First, ability to estimate accurately is even more important on firm fixed-price 
and fixed-price escalation contracts than for incentive contracts. 

Our emphasis is to find out all about what the article is going to 
cost on these other types of contracts than the incentive-type contract. 

Now, to me, it should be absolutely the reverse. Because the incen- 
tive is in such an uncertain, nebulous atmosphere, that we should know 
as much about it as is humanly possible to do so. Because he gets 
more out of this. don 

Secretary Banrz. I would like to say this, if you don’t mind. 

I tried to answer that question of yours earlier this morning; that 
the reason we made that statement is because we have no recourse. 
Once we have a fixed-price contract, that is it. And if the manufac- 
turer makes a 50- or a 75-percent profit, that is his. We have no re- 
course. 

Mr. Vryson. All right. That is true. But listen to your own 
words: 

Our ability to estimate accurately is even more important on firm fixed-price 
and fixed-price escalation contracts—— 

Mr. Rivers. That is right. 

Mr. Vinson. You have the information. And even where he does 
make 15 or 20 percent or 25 percent, you had the information that 
ake you to know whether or not, or what percentage he is going 

make. 
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Secretary Bantz. May I answer that? 

To start with, on a contract that is placed as a result of formal ad- 
vertising, we have no control over that. The law specifically tells us 
what we must do. 

Mr. Rivers. And in your experience, which has been of greater 
benefit to the Government, the fixed price or the incentive? 

Secretary Bantz. Well, I think they both, in their place, Mr. Rivers, 
have a very definite place. But I can’t say that one has the advantage 
over another, except in circumstances. 

I think where we use incentive contracts—and I don’t say every one 
we have ever placed is the best type of a contract we could have 
placed—but I think where we used them, in those instances we are 
using them because of the factors that are enumerated in that state- 
ment and also as we have been discussing it this morning. Because 
we have reasonably good cost information, but not complete. 

Mr. Vinson. It sums up to this—from his statement, it sums up to 
this: They have less information on costs when we open up an incen- 
tive-type contract than they do on anything else. 

Secretary Bantz. No, no; I didn’t say that, sir. 

Mr, Vinson. That is exactly what he says. 

Secretary Bantrz. No, it doesn’t say that. I am sorry. 

Mr. Bares. Cost plus a fixed fee; there is the area of the most 
uncertainty. 

Mr. Moore. That is right. 

Mr. Bates. The most nebulous, the Secretary says. And after that 
comes the incentive. 

Mr. Vinson. All right; fixed price and fixed-price escalator. 

Any further questions? 

Mr. Bares. Yes, Mr. Chairman. I would like to get some infor- 
mation on these incentive-type contracts. 

How do you take into consideration overruns and underruns? How 
is that weighted into what the profit might be ? 

I have some figures here, a study put out by Booz, Allen & Hamilton. 
anny you are familiar with that, on procurement of aircraft in the 

avy 

Here is one case here with an overrun of 181% percent. Still they 
get an incentive profit of 20. 

Then you have other cases with an underrun of 13 percent, and they 
get a profit of 15 percent. 

There doesn’t seem to be any pattern here to follow. I suppose it 
depends on how much you need the planes or something. 

But how do you crank this into the final determination of how much 
incentive profit should be given, when you have overruns and 
underruns / 

Mr. Jones. Mr. Bates, I know of no situation in which the target 
profit would have been negotiated at 20 percent and that if you had 
an overrun in that situation, the result would be what you have there. 

Mr. Bares. Well, here is some incentive, share rates, 20 percent. 

Mr. Jones. This would be below the target, Mr. Bates. 

Mr. Bates. Now, the target profit rate is 9 percent. The final profit 
rate is 4 percent. 

My question is, how do you take into consideration, in determining 
the profit, the effects of overruns or underruns? 
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Mr. Jones. The determination of the profit, if I understand you 
correctly, Mr. Bates, would be on the basis of the formula which had 
been established at the outset. 

Mr. Bares. Well, you have a formula taking into consideration 
overruns and underruns? 

Mr. Jones. If there were an overrun, the profit, that is, the target 
profit, would be penalized in accordance with that formula. 

If there was an underrun, the contractor would share in the savings 
in accordance with that formula. 

Mr. Bates. Wait. 

What do you mean by overrun and underrun ? 

Mr. Jones. I am talking about an increase above the target—— 

Mr. Bares. Increase of what? Cost? 

Mr. Jones. Increase of cost ; yes. 

Mr. Bares. I thought this was the question of too many planes. 
Isn’t that normally what you mean, in a production line, when you 
have an overrun ? 

Mr. Jones. There would not. be an overrun in an airplane. 

Mr. Bares. In this particular case, an overrun means overcost ? 

Secretary Bantz. That is right, Mr. Bates, on the cost. Not over- 
run on the number of articles. 

Mr. Bares. That clears it up. 

Now, another thing I weaka like to look into is here in respect to 
the Armed Services Procurement Act of 1947. That provides for a 
profit ceiling of 15 percent on cost, plus a fixed fee. 

Now, the Armed Services Procurement Regulations reduce that 
to 10. 

Mr. Jones. Mr. Bates, initially, the profit which would have been 
allowed under the law, as you say, was 15 percent for research and 
development contracts and 10 percent for other contracts—for other 
cost-type contracts. By administrative regulation that was reduced 
on R. & D. contracts to 10 percent and on other CPFF contracts to 
7 percent. 

Mr. Bares. It looks as though you are doing a little better job 
down there than we are doing up here. Maybe we should put that in 
the law. 

Mr. Jones. Insofar as our experience is concerned, this would not 
appear to harm us. Because I know of no instance in which we have 
gone forward and exceeded the ceilings in these areas. 

Mr. Bares. Well, is it your judgment that we should go ahead, 
perhaps, and set the Armed Services Procurement Regulations ceilings 
in law ? 

Mr. Jones. No, Mr. Bates. I feel that the flexibility which has 
been given 

Mr. Bates. Well, it is always good ; everybody likes to have a law on 
flexibility. But these are your own regulations. 

Now, the Congress said you can have 15 percent, and you cut that 
down to 10. And on other contracts we said 10, and you cut that down 
to7. You did it yourself. 

Mr. Vinson. Well, the Vinson-Trammell Act provided for 11, I 
thing. Weraised it. But it doesn’t make any difference. 

Mr. Bates. Now, there is nothing in the law on the incentive-type 
contracts so far as profits are concerned ? 
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Mr. Jonzs. No, sir. 

Mr. Bartzs. There is nothing in the law ? 

Secretary Bantz. That is right, sir. 

Mr. Bares. I think the committee ought to take a look at this. 

Mr. Vinson. I think the committee should first determine whether 
an incentive contract is a good contract. . 

Mr. Bares. This is across the board, where we have certain figures 
set, excepting for the incentive type. The others, they have cut it 
below what the Congress has specified. 

Mr. Jones. Mr. Bates, I would like to point out, with regard to the 
ceilings that have been established administratively, that in certain 
instances we use cost-plus-incentive-fee-type contracts, and in those 
instances it would be desirable to increase the fee above the 7 or 
10 percent. 

Mr. Bares. That is right. 

Mr. Vinson. You think the fee should be above 7 percent? There 
is no maximum fee fixed in law now, under the law, is there? 

Mr. Jonrs. No, sir. Except for the 15 percent and the 10 percent 
on cost-type contracts. 

Mr. Vinson. That is right. 

Mr. Bates. That is a departmental regulation. How long has that 
been in effect ? 

Secretary Bantz. You mean the 15 and the 10? 

Mr. Barss. I mean the 10 and the 7. 

Secretary Bantz. Well, that regulation, as I recall, must be—what, 
21% or 3 years ago? 

Mr. Jones. It has been longer than that. 

Secretary Bantz. Longer than that? 

Mr. Jones. Since about 1948. 

Mr. Vinson. Do I understand that the suggestion from the gentle- 
man is that the fee on cost-plus-fixed-fee contracts should be fixed by 
statute, at—what did you say ? 

Mr. Jonzs. No, sir. I said, Mr. Vinson, that I felt in certain in- 
stances, like the cost-plus-incentive-fee-type contract, where we would 
negotiate a fee in excess of the administrative limits, that we would 
want the flexibility to be able to do this. 

Mr. Bares. How long has this regulation been in effect ? 

Mr. Jones. It is my understanding, Mr. Bates, that it has been in 
effect since almost the first implementation, if not the first implemen- 
tation, of the Armed Services Procurement Regulations by the De- 
partment of Defense. 

Mr. Moore. About 10 years. 

Mr. Bates. Have you ever made an exception in all that time? 

Mr. Moore. We have had exceptions in the case, Mr. Bates, of 
cost-plus-incentive-fee contracts. 

We are trying to develop that as an instrument to give the con- 
tractor an incentive to keep his costs down even under the cost-type 
contract. And we need the added flexibility to go on up to the present 
statutory limits, in order to permit us to use it. 

Mr. Mints. Would the gentleman yield for a very short question, 
Mr. Bates? Would the gentleman yield ? 

(Mr. Bates nods.) 

Mr. Morris. I failed to ask one question. 
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You said that the general formula was 80-20, and the 80, of sav- 
ings, goes to the Government and 20 to the contractor. But you indi- 
cated there might be some exceptions to that. Is it true? 

Mr. Jonzs. Yes, sir; it is true. 

In some instances, where there has been sufficient information to 
establish a very precise target and yet there are contingencies which 
may be involved and we are unable to negotiate a fixed-price type of 
contract, the share that the contractor would obtain might exceed 
considerably the 20 percent. 

Mr. Morris. Well, what is the greatest amount to which we might 
go, might exceed the 20 percent ? 

Mr. Jones. The largest amount that I am familiar with would be 
50 percent, 

Mr. Morris. Fifty percent. 

So in some instances the contractor does get 50 percent of the sav- 
ings plus his regular 8 percent? 

Mr. Jones. This would bea very rare situation. : 

Mr. Vinson. Well, put in the record, out of the 47 cases, how it has 
happened, and what percent they derived, and show whether or not 
any of the contractors did get the 50 percent, or above 20 percent. 
(See app. 3.) 

Now, let me ask this question : 

Mr. Secretary, are you using the incentive-type contract more fre- 
quently now than has been used in the past 3 years, or is it being not 
as frequently used as the previous contracts ? 

Mr. Moore. One of the most marked trends has been away from the 
use of redeterminable contracts, as is shown by the figures for the entire 
Department of Defense. 

Mr. Vinson. Iam talking about incentive-type contracts. 

Is the marked trend to increase incentive contracts or to get away 
from incentive-type contracts ? 

Secretary Banrz. Now, how far back would you like to go, sir? 

Mr. Vinson. And time you think would be a good answer to the 
question. 

Secretary Banrz. Five years? 

Mr. Vinson. Well, it hasn’t been in existence for 5 years—just about 
5 years. 

Well, take—from the figures, take for the last 3 years. 

Secretary Bantz. All right. We will show the total dollars and 
also the percentage to the total of Navy procurement for each of those 
3 years. 

‘ Mr. Vinson. Can you give an opinion, offhand, whether it is more 
frequently being applied now, this type of contract, or is not quite as 
frequently used as has been used ? 

Secretary Bantz. Can you answer that, Gene? 

Mr. Jones. Excuse me. 

Iam sorry ? 

Secretary Bantz. The frequency, is it more today than it was 3 years 
ago? — 

oa Jonrs. I would say we are probably using incentive contracts 
less today than we were using 3 years ago. 

Mr. Vinson. That is right. 

Mr. Jonzs,. This we would verify by the reports. 

Mr. Vinson. That is what I wanted to find out. It is the largest 
type of contract you make in dollars, is it not ? 
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Secretary Banrz. No, sir; it was only 12 percent of our procurement 
dollars in 1959. 

Mr. Vinson. Only 12 percent ? 

Secretary Banrz. Yes, sir. The advertised was by far the largest— 
I don’t mean the advertised. The fixed price was by far the largest; 
38 percent. 

Mr. Moore. The value of fixed price was more than three times as 
much as the fixed-price incentive, sir. 

The firm fixed price was more than three times as great in fiscal 
1959 as the fixed-price incentive. 

Mr. Vinson. We have got the breakdown in there? 

Mr. Courtney. Yes, sir. 

Mr. Vinson. We have it all? 

Secretary Banrz. I gave it in my Friday morning’s testimony, last 
week. 

Mr. Vinson. Mr. Sandweg, have you any questions to ask? 

Mr. Sanpwec. I would like to ask, Mr. Secretary, if you could 
supply for the record the procurement directive that you mentioned 
in the statement on page 4, that was issued in October 1959, regard- 
ing audits and pricing aids. 

Secretary Banrz. Yes, sir. (See app. 3.) 

Mr. Sanpwec. Will that contain an exact statement as to when 
they must use it, or when it is up to them to determine if they want 
to use it ¢ 

Secretary Banrz. Well, it is not.a positive statement. 

Mr. Sanpwee. It is not a positive statement ? 

Secretary Bantz. No. 

Mr. Sanpwec. There is one other question I would like to ask. 

If you were not allowed to use the incentive contract, do you think 
that the Government would start paying more money, or do you 
think the cost could be kept down by a more thorough audit and in- 
spection system ? 

Secretary Bantz. Well, I don’t think the audit would do it, sir. 
Because if you didn’t do it, you would either have a cost-type con- 
tract with a fixed fee, a redeterminable-type contract which to my 
judgment is not nearly as good as the incentive type, or a fixed price, 
and then of course we bi have no recourse under the fixed price. 

Mr. Sanpwec. Then you think it would start rey | the Govern- 
ment more money if you couldn’t use incentive contracts ? 

Secretary Bantz. I don’t think there is any question, sir, that it 
would, or we wouldn’t be using it in the instances we use them. 

Mr. Sanpwec. The only reason I ask that is that. ordinarily an 
organization that is in business for profit operates on its own incen- 
tive to cut costs, and yet the incentive contracts almost seems to pre- 
suppose that in cases where they have Government business, it is going 
to do differently than it does in general business. Adopting a sort 
of a shrug-of-the-shoulders attitude. 

Secretary Banrtz. I think the comparison we must make there is 
a cost-type contract, which, well, generally is not used in industry. 
We are forced to use it because of the unknown cost factors in many 
of the articles that the services buy. AJ] three services use it. 

Mr. Jones. I would like to point out that with regard to the jet 
aircraft which were mentioned a little earlier—transport aircraft— 
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the airlines have the opportunity of going to one of several com- 
panies in order to get the type of aircraft that they can get at the 
best price and to satisfy their requirement. 

Now, usually, when we use an incentive-type contract, as previously 
indicated, we are in a sole-source arrangement. And we are doing 
everything we can to apply a contractual means whereby we drive 
the costs down. It is precisely the reason we use it. 

Mr. Sanpwee. To get back to the point, then, that Mr. Vinson 
made, that because the Government is the sole source, the company 
pretty much has you over the barrel when you have gone beyond the 
research and development stage, because you can’t go anywhere else 
to get that product ? 

Secretary Banrz. Well, that isn’t always the case. Because—let 
me use the Sidewinder missile as an illustration of it. The original 
developer is not the sole source. He is still one of the sources. 

Mr. Sanpwee. Yes, but that is an exception, isn’t it ? 

Secretary Banrz. It would be. Because, after all, when you go 
to the expense of tooling for an airplane, for instance, you have a 
pretty difficult time of having a second source on it. 

On an item that you don’t have this huge tooling problem, like the 
Sidewinder, for instance—there it is much more possible to use two 
or more contractors, after the development of the article. 

Mr. Jones. I think, when you say we are over the barrel, you then 
assume that you are not dealing with reasonable people. 

I believe, really, that in the vast majority of instances we are deal- 
ing with reasonable people, and if we can present the sort of infor- 
mation which indicates that a different course should be taken, this 
course is in fact taken. 

Mr. Sanpwec. But then, if you are dealing with reasonable people, 
you should also presume that they will reasonably cut their costs 
for the betterment of the Government. 

After all, it is their tax dollars that we are spending as well as 
others. 

Secretary Banrz. They don’t do it in a fixed-price contract, sir. 
They don’t adjust their prices on a fixed-price contract. 

Mr. Sanpwec. No, I am sure they don’t. 

That is all, Mr. Chairman. 

Mr. Vinson. Mr. Smart, have you any questions? 

Mr. Smart. No questions, Mr. Chairman. 

Thank you. 

Mr. Vinson. Mr. Secretary, I want to thank you and your able 
staff and assistants. 

Off the record. 

(Further statement off the record.) 

Mr. Vinson. Thank you very much. 

It is always a pleasure to have you here. 

Secretary Bantz. Thank you, sir. 

Mr. Vinson. Now, Mr. Coggeshall— 

Is the Renegotiation Board here? 

Mr. CocersHati. Yes, sir. 

Mr. Vinson. Come right around here. 

Now, members of the committee, we have only about 20 minutes. 
And we will start off with Mr. Coggeshall, of the Renegotiation Board. 
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Now, Mr. Chairman, have you a prepared statement? 

Mr. CoccesHAL.. Yes, sir. 

Mr. Vinson. Well, now, how long is it? 

Mr. CoccrsHatu. I think I can get it in in that time. 

Mr. Vinson. Well, now, it might be to the advantage of the com- 
mittee if you give us your statement and let us read it, and then come 
back tomorrow morning. Because we will be in a far better position 
to make inquiries, no doubt, than just having it read off and then 
have to pick up with some questions as we go along. 

Would that suit you, in the morning? 

Mr, CoeersHa.t. Yes, sir. 

Mr. Vinson. We have a full committee meeting in the morning. 
I don’t think it will take us more than half an hour or an hour—will 
it, Mr. Smart? 

Mr. Smart. About 30 minutes. 

Mr. Vinson. About 30 minutes. It is a quarter of 12. Let’s don’t 
start in. 

File your statement. 

Have wea copy, Mr. Courtney ¢ 

Mr. Courtney. Yes, sir. 

Mr. Vinson. Have we all a copy ? 

Mr. Courtney. Yes. 

Mr. Vinson. Then you come back in the morning. We will take 
up with your Board, and see what suggestions you have to make and 
that you think we should make to the committee that has to consider 
all the facts that we develop. 

Let’s take a recess until 10 o’clock in the morning. 

After our full meeting of the committee tomorrow, then we will 
put you on the stand. 

r. CoacrsHatL. Thank you. 

Mr. Vinson. I will take this home and study it tonight. 

(Whereupon, at 11:47 a.m., the subcommittee adjourned, to recon- 
vene at 10 a.m., on Tuesday, May 3, 1960.) 
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TUESDAY, MAY 3, 1960 


House Or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SpecraL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 


The subcommittee met at 10:45 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. The subcommittee will be in order. 

Now, Mr. Chairman. This is a continuation of the hearing by the 
subcommittee in reference to military procurement, in its various 
types of contracts. 

And, members of the committee, you are indeed fortunate this 
morning to have a statement from the Chairman of the Renegotiation 
Board. And when he completes his statement, you will get a true 
picture of what goes on with reference to these various types of con- 
tracts that we have been discussing. 

It is a pleasure to welcome you here. 

Mr. CogersHati. Thank you, Mr. Chairman. 

Gentlemen of the Subcommittee on Military Procurement, I am 
pleased to respond to the request of your chairman to testify before 
this subcommittee as it proceeds with its study of military procure- 
ment policies and practices. 

As you perhaps know, the Renegotiation Act of 1951 under which 
we operate provides for fiscal year renegotiation. Renegotiation 
therefore is conducted not with respect to individual contracts, but 
with respect to the aggregate receipts or accruals of a contractor 
under navel contracts and subcontracts in an entire fiscal 
year of the contractor. For this reason, generally speaking, the 

oard does not receive from contractors figures showing, in terms 
of costs, prices, and profits, the results of performing specific in- 
dividual contracts. Thus, the Board has little individual contract 
information of this type. In its records, contracts that have been 
renegotiated are reflected on a fiscal year basis only. 

Of course, in the process of reviewing a contractor’s renegotiable 
business for a fiscal year we are informed of the results, during that 
year, of the contractor’s performance under each of the various types 
of contracts it may have. Thus, if the contractor performed under 
ar penal. yee CPFF, and redeterminable contracts in the year being re- 
viewed, we would have its sales, costs, and profits on each of these types 
of contracts for that year. But this, again, is not individual contract 
data; it is data by contract types, and then only on a fiscal year basis. 
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You will appreciate, I am sure, the limitation that the fiscal year 
approach to renegotiation places upon the Board in its effort to cooper- 
ate with this subcommittee by presenting useful and informative ma- 
terial. After consultation with members of the staff of the subcom- 
mittee we have concluded that, despite the limitations I have outlined, 
the data that we can present may be helpful to the subcommittee as a 
supplement to any contract data obtained by the subcommittee from 
procurement officials. 

We have made a study of 25 contractors whose total refunds through 
December 31, 1959, were the highest under the Renegotiation Act of 
1951, as amended and extended. These refunds represented Board 
determinations in 98 separate renegotiation proceedings, each for an 
individual fiscal year of the contractor involved. Fiscal periods of 
these contractors in which no excessive profits were determined were 
excluded. 

Before renegotiation, the total renegotiable sales, profits, and aver- 
age profit percentages developed in this study are as follows: 

The table—I might run across the table there. You all have it be- 
fore you. But, as you see, the sales under fixed-price contracts and 
subcontracts amounted to $4,258 million, representing 16 percent of 
the total, with profits of $780 million, representing an 18.3 percent 
margin on sales. 

Price-redeterminable contracts represented the largest in that 
group—$9,175 million, or 35 percent of the total, with $973 million 
of profits and 10.6 reduced to a margin of profit on sales. 

The cost-plus-fixed-fee and cost-plus-incentive-fee: $4,111 million, 
or 16 percent of the total, with profits of $200 million, representing 4.9 
percent on the sales. 

Fixed-price—these are always on sales, rather than costs—fixed- 
price-incentive: $7,976 million—just shy of $8 billion, or 31 percent 
of the total, and $702 million profit and 8.8 percent on sales. 

Then there is a small tag end of terminations which may be in- 
cluded—$118 million. 

The Cuarrman. All right. 

Mr. CoccrsHaty. And then some fees. 

Is that sufficient of the table, Mr. Chairman ? 

The Cuarrman. That is enough. 

Mr. CoccrsHaty. Yes, sir. 

(The table follows :) 































Sales Profits 

Millions Percent Millions Percent 

of total of sales 
NR its. io bios hegiakbwdestededaniudcd $4, 258. 2 16.6 $780. 1 18.3 
EOE ELL IN 9, 175. 4 35.8 973.8 10.6 
TPFF and CPIF! 4,111.1 16.0 200.0 4.9 
Fixed price incentiv: ¥é 7, 976.7 31.1 702.9 8.8 
Terminations_ - Lateneacadineekeen gatam er 118.6 4 6.3 5.3 
Other ?__._..... 16.2 | 13.4 82.7 
eS. LE RL eel din ds ded 25, 656. 2 100.0 2, 676. 5 10. 4 





1 Cost-plus-a-fixed fee and cost-plus-incentive-fee. 

2 Consists primarily of fees. 

3 The above tabulation excludes billings under no-fee facility contracts of $1,235.2 million; however, the 
losses of approximately three-quarters of a million dollars thereon have been deducted from profits on line 
“Other.” 7,3 
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In renegotiation proceedings involving these figures, the: Board 
made 98 determinations of excessive profits in the aggregate amount of 
$354.4 million. ‘These represented 2.9 percent in number of all refund 
determinations made by the Board, but they represented 43.2 percent 
in dollars of total refunds determined. The figure was something 
over—like $800 million in the aggregate—wasn’t it, Mr. Nelson ¢ 

Mr. Netson. Yes. 

Mr. CoacrsHa. $820 million, I think. 

Viewed in relation to the total renegotiable sales and profits upon 
which they were based, the refund determinations represent 1.6 percent 
of sales and 15 percent of profits. The renegotiable sales included in 
the study were £56 billion. In the same renegotiation proceedings the 
nonrenegotiable business—of the same contractors—was $71 billion, 
representing a total sales volume of $97 billion. z 

It must be remembered that the profit percentages mentioned consti- 
tute average percentages of profit realized by these contractors; the 
extremes are not shown. 

The contractors involved in this study are broadly representative of 
the major contractors engaged in defense work. The product they 
manufacture include airframes, aircraft engines and other parts, 
machine tools, chemicals, tires, aluminum, and so forth. 

In considering the results of our study, it is well to recognize clearly 
just what these figures show and what they do not show. Insofar as 
they reflect large volume performance under different types of con- 
tracts over a period of years, they do indicate the average percentages 
and amount of profits resulting from performance in each category. 
They also indicate that substantial excessive profits have been deter- 
mined by the Renegotiation Board in respect of each of the 25 contrac- 
tors involved. What the figures do not show, however, is why the 
Board made such determinations, or whether the profits realized from 
any particular contract or type of contract were reasonable or exces- 
sive. 

In the Board’s experience, every type of contract considered in this 
study has been found in individual instances to yield excessive profits 
under the factors prescribed in the Renegotiation Act. But one can- 
not draw a valid conclusion about the reasonableness of profits without 
a vast amount of information in addition to the bare sales, cost and 
profit figures. The Renegotiation Act wisely requires the Board to 
consider such information under the statutory factors set forth therein. 
The language of the statute itself is as revealing on this point as any 
explanation I could make. 

The act provides as follows: 

* * * in determining excessive profits, favorable recognition must be given 
to the efficiency of the contractor or subcontractor, with particular regard to 
attainment of quantity and quality production, reduction of costs, and economy 
in the use of materials, facilities, and manpower; and in addition, there shall 
be taken into consideration the following factors: 

(1) Reasonableness of costs and profits, with particular regard to volume of 
production, normal earnings, and comparison of war and peacetime products; 

(2) The net worth, with particular regard to the amount and source of public 
and private capital employed ; 
ger Extent of risk assumed, including the risk incident to reasonable pricing 

1es; 

(4) Nature and extent of contribution to the defense effort, including in- 
ventive and developmental contribution and cooperation with the Government 
and other contractors in supplying technical assistance ; 
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(5) Character of business, including source and nature of materials, com- 
plexity of manufacturing technique, character and extent of subcontracting, and 
rate of turnover. 

That ends the reading of the statutory factors. 

Obviously, under this statutory mandate the type of contract used 
in a procurement is important. Among other things, it bears directly 
upon the extent of risk assumed by the contractor. It is equally 
obvious that other factors must be considered. For example, other 
things being equal, a margin of profit considered reasonable for a 
million-dollar order might generate unreasonable profits if applied to 
a hundred-million-dollar contract; or profits considered reasonable 
for a hundred-million-dollar contract, for a contractor furnishing all 
its own capital, might be unreasonable if say, two-thirds of its capital, 
equipment, and facilities were furnished by the Government. These 
are only a few illustrations of the kind of factual information that is 
significant in the Board’s determinations. The factors themselves 
will readily suggest many others to you. 

This brief and partial explanation of how renegotiation works, is 
presented, as I have said, for the purpose of demonstrating what the 
figures I have given you do not and cannot reveal. Determinations 
of excessive profits under the Renegotiation Act of 1951 and its 
predecessor renegotiation acts, going back to World War II, are the 
result of judgment exercised under the discipline of the statutory 
factors. If similar standards are to be applied by the subcommittee 
in evaluating the efficacy of particular contracting techniques, then 
extensive factual material of the kind I have cited must be considered 
along with the figures I have given you showing sales, costs, and profits 
according to types of contracts. 

I have pointed out that every type of contract considered in this 
study has been found in individual instances to yield excessive profits. 
This has happened because inherent in each type of contract, and 
indeed in all contracting, is an evaluation of future events, conditions, 
and developments. Obviously, the future cannot always be forecast 
accurately. All that can be expected is an honest, competent judg- 
ment based upon all available information. 

Let me illustrate this proposition as applied to the four predominant 
types of procurement contracts. 

A typical fixed-price contract contains a price set before any per- 
formance under the contract is undertaken. The price is based 100 
percent upon an evaluation of future events. If this evaluation is 
correct, the contract will yield the anticipated profits; if it is in- 
accurate, the result will be different. For example, if the cost of 
materials, labor, or overhead goes up after the contract price is set, the 
contract may result in a loss or a low profit. Conversely, if the cost 
of labor, materials, or overhead falls below that anticipated in setting 
the contract price, the contract will yield higher women than originally 
intended. Such profits may be excessive. Or the contract price may 


include substantial provision for contingencies which do not in fact 
occur during performance, resulting in a windfall which may amount 
to excessive profits. 

Even the cost-plus-a-fixed-fee contract is vulnerable because it, too, 
is based on a forecast of future developments. The fixed fee is of 
necessity set on the basis of the work to be done under the contract 
or, in other words, the cost to be incurred under the contract. It may 
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develop that the actual costs incurred are substantially less than those 
anticipated. In such a case, since the fee remains fixed even though 
it was based in part upon costs never actually incurred, the result may 
be excessive profits. 

Under a contract providing for a price redetermination, the price 
is redetermined after a eoestiied percentage of the contract has been 
performed. The redetermination is based upon costs already incurred 
and estimated costs to be incurred, with the redetermined price or 
prices made applicable both retroactively and prospectively. Here, 
too, if after redetermination the costs are lower than estimated, exces- 
sive profits could result. 

Let me pause at this point to make one thing clear. By no means 
am I implying that whenever actual costs are less than anticipated 
costs in the performance of any of these contracts, the difference auto- 
matically represents excessive profits in the contractor’s hands. Noth- 
ing could be further from my intention, or from the thinking of the 
Renegotiation Board, or from the truth. No determination of exces- 
sive profits is ever made in renegotiation except after consideration 
of all relevant facts and circumstances in the light of the judgment 
factors prescribed in the statute. My sole purpose in reviewing the 
major types of procurement contracts at this time is to illustrate, for 
the benefit of the subcommittee, some of the many ways in which 
excessive profits may be realized from any of such contracts. I assure 
you, however, that there is nothing automatic or mechanical in the 
renegotiation consequences of such happenings. You may be sure, 
too, that when cost reductions are shown by the contractor to have 
been achieved by means entitling him to favorable consideration for 
his efforts, such consideration is willingly accorded by the Board. 

I proceed now to the incentive-type contract, which is a good deal 
more complicated than any of the other contractual forms. A brief 
explanation of the nature and operation of this type of contract may 
be helpful at the outset of my analysis. 

In a typical contract of this type, a tentative target cost is estab- 
lished when the contract is first negotiated. The final target cost is 
negotiated at a later date, after a portion of the contract has been 
performed, and is based upon already incurred costs and estimated 
future costs. A target profit is also negotiated, representing the re- 
ward deemed reasonable for performance of the contract if the target 
cost should prove to be the actual cost. The target price is the sum 
of the target cost and the target profit, and this price is applied both 
retroactively and prospectively to all units delivered under the con- 
tract. If the final cost of performing the contract proves to be less 
than the estimated or target cost, the contractor and the Government 
share the “cost savings” on the basis of a previously negotiated for- 
mula—usually 20 percent to the contractor and 80 percent to the 
Government. Conversely, an overrun of the target cost reduces the 
contractor’s profit. 

In the incentive contract, the incentive formula operates automat- 
ically whenever costs are less than estimated and without reference 
to the reasons therefor. It is obvious, then, that for reasons wholly 
unrelated to the contractor’s efficiency, the contract may yield greater 
profits than could reasonably have been foreseen. Such profits may 
be due to erroneous estimates of target costs; they may also arise 
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from unanticipated cost savings attributable to the impact of addi- 
tional defense production volume, from lowered market prices of 
materials, or from other extrinsic causes. These possibilities, partic- 
ularly the difficulty of evaluating target cost estimates, have been well 
stated in a subcommittee staff report submitted to the House Com- 
mittee on Appropriations in 1957 (hearings before the Subcommittee 
on Department of Defense Appropriations, House of Representatives, 
84th Cong., 2d sess. 22 (1957) ). 

Mr. CoacrsHatu. May I interject for a moment? 

When that came out—that was the Mahon committee—I had copies 
sent to all our regional boards, and also of the Board itself. I con- 
sidered it must reading, the “whodunit” of procurement. It is a 
magnificent report and study. 

This is the quote: 

The staff focused its contract review efforts in the area of cost-plus-fixed fee, 
fixed-price incentive, and fixed-price redetermination types of contract. There 
is no essential difference in the basic problems involved in these type contracts. 
All three are based on estimated targets. These estimates are developed and 
furnished by the prospective contractors, usually in the case of military items— 
on rather vague or often incomplete specifications. The major weakness in the 
system is the Government’s inability to evaluate the estimate. 

All estimates have contingencies. It is this area that is difficult for any 
Government negotiator to evaluate. If the negotiator had access to the con- 
tractor’s working papers of estimates, some realistic evaluation could be made 
of the contractor’s figures. No issue, however, is ever made of this area and 
the contractor has a tremendous advantage at the negotiating table. 

The only area of continual evaluation is the profit area. The Government 
negotiator battles continuously to better his position in the profit area; but since 
he does not have access, other than indirectly, to the major cost factors of 
labor and engineering overhead on which the profit is based, he is working in a 
vacuum of statistical ratios where slight errors of judgment or evaluation lead 
to sizable increases of profits to contractors. In the subcontracting area there 
appears to be even less control of cost. 

That is the end of the quote. 

In a word, an incentive-type contract may yield excessive profits 
because of unexpected decreases in the cost of purchased items con- 
sidered in setting the final target, or because of human errors in esti- 
mating the future costs which entered into that calculation. It is of 
the utmost importance to recognize that in either case the contractor 
has been allowed, at target time, some costs which he will not ever 
in fact incur under the contract, together with a profit thereon; and 
then, in the final reckoning, he receives a bonus under the incentive 
formula for not having incurred them. This is truly a windfall. It 
can hardly be claimed that the contractor’s efficiency—he might even be 
inefficient—has played any part in his enrichment. He has done 
nothing more than show a decrease in costs that were overstated or 
overestimated in the first place. 

It is apparent, too, that just as the incentive profits in such a case 
may be excessive, the target profits may be excessive by force of the 
same circumstance. That is, if the target cost is higher than is war- 
ranted by the ultimate facts, the target profit based thereon will like- 
wise be higher than warranted. In the final analysis, when excessive 
profits are found in incentive contracts, they are found because of 
circumstances that necessarily affect the contractor’s entire profit 
thereon. 
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Mr. Chairman, I have explained at some length how unintended 
profits may arise in the chief forms of procurement contracts, and 
how excessive profits are determined by the Renegotiation Board 
under the provisions of the Renegotiation Act. Against this back- 
ground, I should like to return to the figures with which I opened my 
statement. I believe we are now in a better position to interpret those 
figures. 

You will recall that our study of 25 major defense contractors re- 
vealed that, on the basis of the return on sales alone, profits before re- 
negotiation decreased gradually with the lessening of the contractor’s 
risk of loss or low profit, as reflected in the form of contract used. 
Thus, the study shows an 18.3-percent profit on sales under fixed- 
price contracts; a 10.6-percent profit under price redetermination 
contracts; an 8.8-percent profit under incentive contracts; and a 4.9- 
percent profit under CPFF and CPIF contracts. The pattern is 
clear—a reduction in the margin of profit accompanying a reduction 
in the risk assumed by the contractor. I shall not enlarge in this 
statement upon the nature of these variations in risk; they are either 
too self-evident or too well known. 

I do desire, however, to call to your attention at least one other tra- 
ditional method of measuring profits which can be developed mathe- 
matically and reflected in statistical data. I have reference to the 
return on net worth, that is, the ratio of profits to net worth for a 
given year. Under well-recognized principles of financial analysis, 
this method of measuring profits is significant. It is at least of equal 
importance with the return on sales as a measure of profits. By their 
revealing interplay, the two measures complement each other. To- 
gether, they form the classic gage of the investor, the banker, and the 
financial analyst for the measurement of profits. 

The interdependence of these two profit indexes, return on sales and 
return on net worth, is perhaps best illustrated by examirgng the re- 
sults of our study with respect to incentive contracts on the one hand, 
and fixed-price and price-redetermination contracts on the other. The 
latter yielded average returns of 18.3 percent and 10.6 percent on 
sales, as against only 8.8 percent for incentive contracts. Standing 
alone, this comparison would seem to offer the Government a distinct 
and substantial advantage from the use of the incentive contract. 
But let us test this surface conclusion in the light of the counterbal- 
ancing considerations suggested by the concept of return on net worth. 

Experience shows, first, that through 1955 the incentive contract 
was used mostly—and for our 25 contractors, exclusively—for the 
procurement of aircraft and missiles; secondly, that the contractors 
in this category were heavily supplied with Government equipment 
and facilities for the conduct of their operations. Since these con- 
tractors were largely protected from risk by the very form of their 
principal contractual instrument, and since the proportion of their 
own fixed assets to those supplied by the Government was so much 
smaller than in the case of contractors performing fixed-price or 
price-redetermination contracts, it was to be expected that the return 
on sales of the incentive contractors would be lower than that enjoyed 
by such other contractors. 

But in respect of return on net worth, to the extent allocated to 
renegotiable business, the scales were found to tip the other way: the 
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incentive contractors realized overall a far greater return on allo- 
cated net worth than the fixed-price and price-redetermination con- 
tractors. Specifically, for the years included in our study, the air- 
craft and missile contractors, using incentive contracts predominantly 
(66.7 percent) and accounting for $8 billion of sales thereunder, and 
supplied to the extent of approximately 67 percent with Government 
facilities, realized profits amounting to 71.3 percent of the total net 
worth allocated to renegotiable production. During the same period, 
the remaining contractors of the 25 studied, who used mostly their 
own facilities, and whose sales were made predominantly (95 percent) 
under fixed-price and price-redetermination contracts, realized only 
42.6 percent of the total net worth allocated to renegotiable production 
during the study period. 

This constitutes a complete reversal of our initial pattern, which 
saw the contractor’s return on sales from the different contract types 
declining as his risk thereunder declined. Here, measuring profits 
by return on net worth, we find that in actual usage, at least through 
1955, the incentive contract, although involving less risk of loss to 
the contractor than the fixed-price or price-redetermination contract, 
yielded him substantially greater margins of profit as a consequence 
of the fact that more than two-thirds of the equipment and facilities 
that he utilized in his production did not represent his own invest- 
ment but were seid: by the Government. When one recognizes 
that the aircraft and missile contractors work predominantly under 
a low-risk form of contract, the incentive contract, and with $2 of 
facilities contributed by the Government to their every $1, it is appar- 
ent from their 71.3 percent return on net worth that the incentive 
contract may not be quite as good a bargain for the Government as 
their 8.8 percent return on sales from such contracts would seem to 
indicate. 

Now, tosum up: 

From our unique vantage point, it is manifest, and we have seen it 
happen, that under any form of contract in current use a contractor 
may realize greater profits then were originally contemplated. We 
have also found that such unintended profits, when considered under 
the judgment, factors prescribed in the Renegotiation Act, together 
with all other renegotiable business of the contractor in the same 
fiscal year, may require, or may increase, a determination of excessive 
profits. It is also our judgement, based upon this experience, that the 
incentive contract is peculiarly susceptible of these results. It invites 
loose costing before the fixing of firm target prices, and it provides for 
the automatic and nondiscriminating expansion of profits from cost 
reductions occurring thereafter even for reasons unrelated to the con- 
tractor’s efficiency. Finally, the record shows that through 1955 the 
incentive contract was used mostly, if not exclusively, with contrac- 
tors who performed with a preponderance of equipment and facilities 
contributed by the Government. Asa result, what might seem to have 
been a low return for these contractors, measured in terms of sales as 
an index of their efforts, is found to represent a high return, measured 
in terms of net, worth as an index of their investment. 

Mr. Chairman, I have presented these facts and these comments 
on behalf of the Renegotiation Board in an effort to be helpful to the 
subcommittee. I do not profess to know or purport to suggest that 
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one form of contract is better than another or is better adapted to 
the needs and circumstances of a particular procurement than another ; 
the representatives of the Department of Defense are far better 
equipped than I, or than my Board, to pass upon such matters. I 
can go no further than to express, for whatever value it may be, our 
negative conclusion that no one form of contract has proved itself cer- 
tain to produce fair and reasonable profits and to avoid excessive 
profits. In varying degrees, all forms of contract are susceptible of 
miscarrying in this respect. I am confident that the Department of 
Defense is endeavoring to do everything within reach of existing in- 
telligence and ingenuity to select the right type of contract for each 
job to be done and to negotiate — and other terms calculated to 
promote our common goal of effective and economical procurement. 

I shall be pleased, of course, to answer to the best of my ability, any 
questions you desire to ask. 

Mr. Vinson. Thank you, Mr. Chairman. 

I want to again compliment you on your magnificent statement. 
This statement will be of great help to the subcommittee in reaching 
a decision and writing our views and recommendation. 

Now, I hope my colleagues on the subcommittee, after listening 
to this complete and fine analysis of the various types of contracts, 
will understand the reason why I felt it incumbent upon me last 
year, single-handedly, to appear before the Ways and Means Com- 
mittee and resist what efforts were being made—and I am going to 
use, I think, the proper word—to scuttle the effectiveness of the 
Renegotiation Board. 

I regret the committee at that time did not go along with my views, 
which were fortified by the background as set out in this splendid 
document, and that the House also followed the conclusion of the 
Ways and Means Committee. 

But a new day appeared for this legislation, and for this matter, 
when it reached the Senate. And there we were able to put the 
matter in the right light and to preserve the Renegotiation Board 
in the manner that it had been heretofore operating. And that is the 
result of what happened, based upon such fine conclusions as set out 
in this splendid document. 

You covered everything so completely and so positive and so 
conclusive, that I have no questions to ask you. 

But I again want to compliment you and your Board on this 
magnificent statement. 

Any questions by any members of the committee? 

Mr. Rivers, any questions? 

Mr. Rtvers. No, sir; I haven’t. 

Mr. Vinson. Mr. Bates? 

Mr. Bares. Well, Mr. Chairman, you have no recommendation 
then, to make to the committee in respect to the merits of one type o 
contract or another? 

Mr. CocersHatu. That is right, sir. 

Mr. Bates. Is that correct? 

Mr. CocersHatu. That is right. That is not in my province. 

Mr. Vinson. That is right. 

Mr. Bares. You dealt at considerable length along the line of the 
net-worth aspect of incentive-type contracts. 
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Mr. CoecrsHau. Yes, sir. 

Mr. Bares. Isn’t it true that the remarks which you made in re- 
spect to that is also true in respect to a fixed-price contract? In other 
words, if a contractor used Government-owned facilities, his percent 
on net worth would be as high as it would be if you utilized other 
types of contracts? ‘ iagt 

Mtr. CoccEsHALL. Well, we take that into account in renegotiation 
when we have the fixed-price contractor using Government facilities 
to a large extent. 

Mr. Bares. I am trying to establish here two things: 

First of all, you have no recommendations as to the value of one 
over the other. 

Mr. CoccrsHatu. That is right, sir. 

Mr. Bares... And, secondly, the comments which you made in respect 
to incentive-type contracts are equally as pertinent to other types of 
contracts. 

Mr. Vinson. Oh, yes. 

Mr. Bares. If the Government actually owns the facilities, and 
therefore the net worth—the profit in respect to net worth will be 
equally high. 

Mr. CoacrsHatu. It would be. 

Mr. Bares. Yes. 

Mr. CocersHatit. And would be taken into account in renegotia- 
tion, and has been. 

Mr. Bates. A little earlier in your statement, which I read last 
night with great interest—and I thought it was a good statement—— 

Mr. CoccrsHaty. Thank you, Mr. Bates. 

Mr. Bares. There were certain things in the Renegotiation Act 
which provided certain things for your Board to do, 

Mr. CoaersHALu. Yes, sir. 

Mr. Bares. I just wondered how you ever accomplish certain of 
these things that were set forth in the act. 

For instance, how do you determine the efficiency of a contractor? 

Mr. CoacrsHaty. Well, we find very few contractors who are bash- 
ful. We always give them an opportunity to make their statement 
under the factors. That is part of renegotiation. They make a 
formal statement—not just orally but in writing. It often runs 20, 
30, 40, or 50 pages, under the factors. I have seen them 100 or 150 

pages. 

Secondly, we deal with the—— 

Mr. Bares. That is his statement ? 

Mr. CoccrsHatu. That is his statement. 

Then we also deal with the procurement authorities. We are not 
a part of Defense, but we naturally have a very close liaison with the 
military services, with the Atomic Energy Commission, named in 
the act, with the Maritime Administration—any department named 
in the act. And we have to do our best to strike a balance between 
the statement of the contractor and the department. 

Mr. Bares. I see. 

Mr. CocersHaty. And plant visits, in addition. 

We never have a recommendation for a refund come to us from any 
of our regional boards, located in either New York, Detroit or Los 
Angeles, without a plant visit having been made by the renegotiator, 
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at least the renegotiator and the accountant in charge in the first in- 
stance, and, if it is important, by at least one member of the regional 
board. 

Mr. Bares. This is 1 or 2 or 3 years after the contract has been 
completed. 

Mr. CoccrsHaLu. Well, we are getting more current, I am happy to 
say. 
Mer, Bares. But I was wondering how you determine the efficiency 
of a particular contractor when you don’t go to the plant or check into 
these figures until 2 or 3 years after the contract has been consum- 
mated. 

Mr. CoccrsHaty. Well, you strike a balance of all three. I mean, 
the contractor’s statement; the procurement officials, who have been in 
constant touch; and with the plant visit. 

When they go to the plant, we naturally check with the contracting 
officer and the plant representative. 

Mr. Bares. Of course, your information must of necessity be second- 
hand. It must be obtained from other sources. 

Mr. CoccesHatu. Absolutely. 

Mr. Bares. I didn’t realize that the negotiators do not have access 
to whatever information they want—working papers or otherwise. 

Mr. CoccrsHaLy. What negotiators? 

Mr. Bares. In this statement you read from the Mahon committee, 
you indicated if the negotiator had access to the contractor’s working 
papers of estimates 

Mr. CoacrsHatt. That is the statement made by Mr. Mahon’s 
committee. They mean their internal documents. That is what he is 
referring to. They present a breakdown estimate before them. 

In a case which went to the Tax Court a year and a half ago, it was 
very interesting that the FBI developed that the estimates that were 
submitted, by the contractor to the Air Force—the original figures 
submitted were something like $540 million. $500 million was what 
they agreed on, and the FBI turned up internal estimates made at the 
same time of $460 million. Those figures were not submitted to the 
Air Force negotiators. 

Mr. Bares. They can pursue any of these figures that they question, 
can they not? ; 

Mr. CoscesHatL. They can’t—oh, they can pursue and they can dis- 
cuss. But it issomething like a poker game. 

Mr. Bates. It is negotiated. 

Mr. CoacrsHALL. You can’t really look at what is in the other man’s 
hand in a poker game and escape—or come out alive. This is con- 
tract negotiation not renegotiation, you know. This is Mr. Mahon’s 
statement, and his staff—and I think they studied the practices for 2 
years. It isa very remarkable book. 

Mr. Bares. I know it. 

Mr. CoacEsHatn. It is what I call the “whodunit” of procurement. 

Mr. Bares. I know it is a negotiation. But it seems, from reading 
this statement, that there was a tremendous lack of information as to 
the inability of a negotiator to get behind facts, and just merely pre- 
sent them. 

Now, they can check cost figures, and they can do a lot of things. 
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Mr. CocersHatit. What they can’t check: they can’t check how 
much—and I got this from one of the chief procurement officials in 
uniform of one of the great military services, when I was discussing 
this with him and his procurement secretary at a luncheon some 2 years 
ago, when this issue became rather hot. And I described how we were 
left a little—not exactly perplexed, but how we had to take with a 
grain of salt the contractor’s representations on their efficiency, when 
one of their great contractors who would operate under eight incen- 
tive contracts in one year and 13 in another and on each one of those 
the firm target was fixed, oh, after 50 planes had been produced or 100 
and costs had been accumulated and submitted to procurement, and the 
firm a a price invariably was something like 50 and up to 100 per- 
cent higher than the initial target a year before—how they coasted 
downhill from that time on, on each and every one of those contracts, 
2 years running, representing sales of 500 or 600 millions or 750 mil- 
lions and up to $1 billion. 

And finally, this high—the highest-ranking officer in charge of pro- 
curement of that particular service, said, “Mr. Coggeshall, are you so 
naive as to think that a contractor is going to put out his best efforts 
until the firm target is fixed, on reduction of costs?” 

I said, “No, sir, I am not.” I said, “If I ever was, I have become 
completely undeceived in 2 or 3 years experience in renegotiations.” 

r. Bares. I would think they a have to protect their own 
interests. 

Mr. CoccrsHaty. Certainly. 

Mr. Bates. Especially when a target is going to be established. 

Mr. CocecrsHauL. Yes, but it does raise a question as to validity of 
the incentive bonus under those circumstances. 

Mr. Batss. Do you think the targets have been set too early ? 

Mr. CoccEsHALL. No. 

As a matter of fact, the military have done their best to bring it 
back, I mean to set the fixed target earlier. 

That is for them to decide. They are the specialist in the field. We 
can’t tell the Army, Navy, and Air Force how to run their business. 

Mr. Bares. I would like to ask you one question, in certainly your 
own shop. I don’t want you to divulge any inner secrets or your modus 
operandi. 

Mr. CoccrsHaLu. No. 

Mr. Bates. But how do you establish the proper percent of profit 
to give toa company? Do you use the sales or use net worth or use 
the interplay of both, as you say ? 

Mr. CoacrsHauy. On the whole, you come around to the interplay. 
You come around to whether or not there are excessive profits. You 
take contribution into account; you take efficiency—it is not neces- 
sarily the same year after year. It is not necessarily the same for 
each industry. 

We do pay attention to the type of contracting used, whether there 
is—as I tried to develop here, whether there is a great deal of risk 
or whether there is very little risk. We pay great attention to the 
volume and the effect, and how it is due—how much of the plant 
is his and how much is the Government’s. 

Mr. Bares. You consider each of these contracts separately ? 

Mr. CoccrsHatu. By groups of contracts, or what we call the spokes 
of the wheel. That is, you have the overall wheel, and you have so 
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much perhaps CPFF, so much fixed-price business, so much redeter- 
minable, and so much incentive. We examine the spokes of the 
wheel. We may see what we consider excessive profits on the whole, 
deficiency on one, offsetting unexcessiveness on the other. 

Mr. Bates. Now, when you finish examining each spoke—— 

Mr. CoacEsHALL. Yes. 

Mr. Bates (continuing). And then you complete all of the spokes. 
And then it appears the overall profit is real good, do you start it 
all over again and cut it down or what? 

Mr. CoccrsHaty. No—you mean it is a fair profit overall ? 

Mr. Bares. I don’t know what “fair” means. 

Mr. CoccrsHaLt. Well, what we consider fair and reasonable on an 
overall basis—judged under net worth, judged under contributions, 
judged under efficiency, and how much aid, and so forth. 

Mr. Bates. Let me put it this way: What if a contractor had a 
contract on which he had sustained a loss? 

Mr. CocGEsHALL. Yes, sir. 

Mr. Bates. Now, do you take that loss into consideration ¢ 

Mr. CoccresHatL. In that year? 

Mr. Bates. Yes, sir. 

Mr. CoecrsHaLL. Absolutely. It is overall renegotiation. Not con- 
tract renegotiation, but overall. 

Mr. Bates. Yes. 

Mr. CoccrsHatt. The great Judge Patterson was responsible for 
the introduction of that principle, as far back as 1942. 

Mr. Bates. In other words, if they sustained a loss on one contract, 
you up the profits on the others? 

Mr. CocersHatu. Well, we would take it into account as against 
excessiveness on the other. “Offset” is really the word. 

Mr. Bares. You do have offsets? 

Mr. CoccrsuHatu. Inside the year. And also there is a statutory 
provision for carryforward for 5 years of loss incurred on renego- 
tiable business. It used to be 2 years. 

Mr. Bares. The reason I asked that is this, that as I understand 
many contractors who would like to get Government business, who 
have no Government business, can not get these contracts because 
other contractors who have a lot of. Government contracts say, “Well, 
we will take this one at a loss, we will get into the field, we will get 
the know-how, we will get established and we will make our money on 
the next one.” How do you take that into account? 

_ Mr. CoccrsHay. I have heard that ever since renegotiation has been 
in existence, and I have yet to see a case where it could be established 
as true. 

And the Joint Committee came into it. We have yet to see it. 

Mr. Bates. All right. 

Mr. Cocersuaty. I know of no contractor who deliberately sets out 
to make a loss. 

Mr. Barres. Then you don’t feel that is a general practice? 

Mr. CoccrsHati. No. 

The only thing I have ever seen where they are prepared to take 
losses, sometimes, is because of the tightness of research and develop- 
ment money. And the Congress has always made a limitation as to 
how much can be given to research and development. 
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I have known contractors who are expecting production contracts 
to take a research and development contract from the Air Force or 
the Navy as the case may be—and I suppose it could be with the Army, 
but we see more Air Force and Navy, we will say for, oh, or with a 
ceiling of $10 million on the contract for research and development. 
It may have a fee with it or may not. It may only be a cost contract. 
And they may run up to $11 or $12 million, and with a $1 or $2 million 
loss, to get that research and development done, hoping to get the pro- 
duction contract at the end of the road. 

Mr. Bates. That is right. 

Mr. CocersHatu. At the end of the road. 

Mr. Bates. That is right. 

Mr. CoccrsHatt. Well, that is the way the Air Force will do with 
people who have big production contracts with them. And I believe 
the Navy does the same thing. I have heard it is policy, that be- 
cause of the tightness of money they will expect the fellow they con- 
sider best to take the cost of that. They will set what they think is 
reasonable or awfully tight, but if he hasn’t got the job done in such 
shape that he can get the production contract they say, “From now 
on this is on you.” 

Mr. Bares. I know people who have taken contracts on atomic 
Energy, particularly, 5 or 6 or 7 years ago. 

Mr. CocersHatu. Right. 

Mr. Bares. When the situation looked a lot brighter. 

Mr. CoaersHatu. Yes. 

Mr. Bares. They wanted to get into the field. 

Mr. CocersHa. Yes. 

Mr. Bares. So they did get Government contracts, which they took 
at a loss. 

Mr. CoaccrsHatu. Yes. 

Mr. Bates. Which was really a contribution to R. & D. as far as 
they were concerned. 

Mr. CocersHaty. Yes. 

Mr. Bares. They were perhaps going to do it anyway. 

Mr. CoccrsHa. Yes. 

Mr. Bates. But I can give you companies that did that. 

Mr. CocersHaty. We only take those situations into account, and 
we have from time to time, when we are assured by the services that 
it was a damn good job, that it was very important to the Govern- 
ment, and we couldn’t in good conscience say, “You owe us $214 mil- 
lion,” if they lost $1 million on a contract of that sort, which the 
Air Force or the Navy said is a damn good job and it is very im- 
portant to them. 

We will reduce a refund. 

Mr. Bares. You have seen instances, then, on R, & D., to get into 
the field ? 

Mr. CocersHatt. R. & D. Not necessarily to get into the field. 

I have never seen a big R. & D. contract given to anybody who 
hadn’t established his mettle. 

Mr. Bares. It is pretty hard for you to determine what their 
purposes were. 

Mr. CoaersHaLL. Yes. 
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Mr. Bares. But I have been told by them that they took these 
R. & D. contracts to get the know-how, so that they could get into the 
field. And that was particularly true in the atomic energy program. 
And then a lot of them got out, as you know. 

Mr. CoecrsHatu. And a lot of them never got production contracts, 
too. 

Mr. Bares. Exactly. 

Mr. CogersHaLt. 1 know. They gambled. 

Mr. Morris. Mr. Chairman, may I get in a question or two—— 

Mr. Vinson. First, Mr. Durham. 

Mr. Duruam. Mr. Chairman. 

Mr. CoecEsHALL. Yes, sir. 

Mr. Duruam. I think Mr. Bates touched on the question I was 
going to ask. You deal on the same basis with research and develop- 
ment contracts as you do on production ? 

Mr. CoacrsHaLt. Yes, sir. As a matter of fact, when they carry a 
fee, the military services, by statute, are entitled to set up a higher fee 
on research and development contracts, CPFF, than on production 
contracts. 

You have a statutory ceiling of 15 percent on R. & D., and 10 on 
production. By regulation, I understand the military services are 
operating as a rule within those limits, at 10 percent on R. & D. top, 
and 7 percent on production top. 

But by direction of the Secretary, of the services, they can go up 
within the statutory limits if they see fit. 

Mr. DurHam. Ten percent ? 

Mr. CoaersHaLu. Yes. 

Mr. Durnam. Upto 10 percent. 

Mr. CogGesHaty. They can go up to 10 and 15. 

Mr. Vinson. Mr. Morris. 

Mr. Morris. Mr. Chairman, it is agreed, I am sure, by everybody, 
every person among those who contract with the services, whether it 
is small or large business, are entitled to a reasonable percentage. 

Mr. CocersHauu. Yes, sir. 

Mr. Morris. Now, that is agreeable to everybody. 

Mr. CoecrsHatu. Yes. 

Mr. Morris. Now, can you tell us what a reasonable percentage is ? 

: Me. CoaersHaLL. Are you speaking about sales or net worth, or 
oth ? 

Mr. Morris. Iam talking about the overall program. 

When they finish a contract, when they come in and finish a contract 
with the Government, what percentage, generally speaking—it might 
vary. I know there are different factors. But can you tell us what 
a maximum percentage ought to be, or a minimum percentage ? 

Mr. CocersHaLt. We have no maximum nor minimum, any more 
than the market—when I say the market, the commercial or financial 
market has. 

You can take your great packing plants, for example, like Armour 
or Swift. They would have a heavy turnover of their invested capital. 
And when they make as much as 2 percent on sales in a year, that is a 
damn good year for them, because it usually produces something like 
20 percent on their investment. 
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Both of these figures I am using are before taxes. 

Then on the other hand, you can take your great chemical companies, 
where there are nearly as many millions, or hundreds of millions of 
dollars invested as there are sales in any 1 year. 

You can take Du Pont or Union Carbide or Allied Chemical, and 
so forth. Any one of those companies, to have a billion dollars in 
sales, has to have pretty close to a billion dollars at work to produce 
those sales. 

And when they have 20 to 25 percent on sales before taxes, they 
may have 25 or 30 percent on their invested capital. 

Or we will take these great wholesale grocers, like the A.& P. The 
A. & P., with $5 billion worth of sales a year, has something like, my 
last recollection is, about $350 to $400 million invested. And when 
the A. & P. has 2 percent on sales, they realize over 25 percent on their 
investment. 

So what is a profit in the commercial or financial market? It is 
largely a gearing—it is the interplay of return, that is, the turnover 
of your investment applied to your return on your sales. 

Mr. Morris. I understood that to start with. But I understand it 
better with your explanation. And I can see that you have had a vast 
experience in this. 

But can you answer this question: Whether or not these contractors 
with our Government as a rule are making a larger or a less, or an 
average percentage as those who contract in the private field of life? 

Mr. CocersHaty. Well, in the private field of life there are none 
of these special instruments that have been produced, so far as I know. 

You may say the entire competitive market is entirely on fixed-price 
business, where you either go in and bid or you get an order. 

There is no CPFF, there is no incentive, there is no redeterminable, 
and so there is just “You go out and make what money you can.” You 
try to get the order. They may have bids for it; that is all. 

Now, you have all these variations that have been introduced in 
Government contracting. 

I think some of them are very good. The redeterminable contract 
was introduced in the latter part of the war. I think it was suggested 
by one of the—it was based on the experience that the contracting 
end of the War Department acquired through dealing with one of the 
great contractors, that was public property at the time, and it made 
the papers. So I might mention the name. 

General Motors came down to the War Department Price Adjust- 
ment Board somewhere in the year 1943, showing the results of their 
1942 business. They showed that on what they called their base 
period, the base period used for excess profits—1936 to 1939, their 
sales had run, we will say, $1 billion a year, and that their return 
on sales, that is, the profit on the sales, had been about 20 percent, and 
that they were operating with the Government under fixed-price con- 
tracts—that was the only contract used at that time, ouside of the cost- 
plus-fixed-fee on Government procurement. 

They said: 


We are satisfied, we have got two to three times as much business as we had 
in our base period, but we have lost our commercial business. We have 2 or 
3 billions. We think that we are entitled, where we could show that we could 
make 20 percent on sales, in the period 1936 to 1939, on average sales of $1 bil- 
lion—we think we are entitled to 20 percent on the first billion on this Govern- 
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ment business. From then on we are prepared to operate at a return .of 50 per- 
cent less, on a 10 percent profit. We consider that fair, because we have in- 
creased volume due to the requirement of the war effort. We don’t care about 
the excess profits tax. 

They said: 

We are not going to have any more money after tax than we had before, in the 
base period, even without renegotiation. 

And they tendered to the War Department Price Adjustment 
Board, as I recall, a check for approximately $50 million. 

Mr. Morris. All right. 

I am just about through, Mr. Chairman, but there are one or two 
other points here that I am very anxious to get a statement on, that 
is right to the heart of this, it seems to me at least. 

I will be just as brief as possible. 

Now, you say that in regard to these incentive-type contracts that 
the formula usually is that if the actual cost is less than the target 
and there is a saving, that you split it up 20 and 80. 

Mr. CoccrsHaLL, That is the characteristic one. 

Mr. Morris. The characteristic one. 

Now, why shouldn’t it be all the way through? What is the rea- 
son for a different formula? Why shouldn’t it be that way all the 
time? 

We had a statement here to the effect, as I recall, that sometimes 
they were allowed 50 percent of that savings. 

Mr. CoccrsHay. Really—we don’t make the contracts. That is 
for procurement officials. I can’t comment on that. 

Mr. Vinson. It is in the contract. 

Mr. Morris. Beg your pardon ? 

Mr. Vinson. He wrote that in the contract. 

Mr. Morris. I know, but why should there be some time when the 
contractor would make 50 percent and some time when he won’t? 

Mr. Vinson. The Departments will have to answer that question. 

Mr. CoccrsHA. Yes. 

Mr. Vinson. And ask why they do not just have a usual rule, 20 and 
80. 

Mr. Morris. Twenty and eighty. 

Mr. Vinson. But from what was said yesterday by the Navy, the 
facts and circumstances sometimés warranted it to go over beyond, 
and below, the usual standard of 80 and 20. 

Mr. Morris. Mr. Chairman, maybe they do warrant it, and if they 
do, all right. But we haven’t had any explanation as to why they do 
1t 





Mr. Vinson. Ask the Air Force tomorrow when they come up here 
why they do it. 

Mr. Morris. All right. 

Then one more, and I shall conclude. 

Now, you said on page 3 of your statement I may be in error about 
this, but the formula you set out here, in regard to fixed-price con- 
tracts, is 18.3. Isthat what you mean asa profit, then ? 

Mr. CocersHatu. That is what they realized. But remember, these 
are people where we found and made findings of excessive profits. 

Now, inside of that category, of fixed-price business, there is a very 
heavy percentage of companies in the chemical field, for example, who 
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traditionally not only make something like 20 percent on sales, but if 
they don’t make 20 percent on sales, which is only 20 percent on their 
net worth and only 10 percent after taxes, they would have trouble 
borrowing at the bank or certainly going to the market for fresh equity 
capital. You don’t raise money except for a return on money. 

fr. Morris. You think, then, that that percentage is not too high! 

Mr. CoccrsHatu. Not—well, I must remind you, sir, that these com- 
panies listed here in that fixed-price business made excessive profits. 
This study is dealing only with those where we made findings of ex- 
cessive profits. The aggregate findings of excessive profits realized 
by individual contractors included in this study ranged between $5 
and $60 million, in excessive profits. 

Mr. Morris. This final one: 

I noticed in the paper the other day—and of course you can’t believe 
everything, naturally, you read in the paper. But I noticed where our 
services were going overseas to buy pills, to buy medicine. They 
bought a lot overseas. 

Mr. CocersHaty. Yes. 

Mr. Morris. And I assume on the theory that they are too high here. 
Is that correct ? 

Mr. CoecrsHaLL. That they could buy more cheaply elsewhere, sub- 
stantially more cheaply. 

Mr. Morris. They could buy substantially more cheaply. 

Mr. CocersHAuu. I read in the papers that they were buying more 
than 30 percent below. 

Is that not the limitation on being able to buy abroad, rather than 
at home? At least in competition, the foreigner has to be 30 percent 
below in competitive bids, I believe, for you to buy. 

Mr. Bares. No. It used to be 25 percent, and now it is 6 percent. 

Mr. CogecrsHau. I am reaching around. 

Mr. Morris. I certainly would like to see our own people, of course, 
be given preference. 

Mr. CoccrsHatu. Yes. 

Mr. Morris. I want to see everybody make a profit. 

This question, and then I am through. 

I want to see everybody make a profit. 

Mr. CoccrsHatu. So do we. 

Mr. Morris. Sodo you. But what I am trying to do, and I am sure 
that is what we are all trying to do, is to work out some kind of a pro- 
gram, if we possibly can, to prevent waste and prevent excess profits, 
that is, unreasonable profits. 

And this last question : 

There is a thing that is rather astounding to me, that some of these 
new regulations that have been invoked—and this is not meant criti- 
cally, but is just the facts—that have been invoked, and that appar- 
ently are good, for training of negotiators. 

Mr. CoacEsHALL. Yes. 

Mr. Morris. And they are getting more auditors, and so on. But 
it seems to me—with all of the experience we have had in this great 
country of ours, and with the numbers of wars we have been in, and 
with the fine people we do have in our services, it seems to me that 
we would have started some of these long before. I just don’t know 
why we are so late, when we have spent billions upon billions upon 
billions of dollars in this field. 
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And this last thing, and then I will finally conclude: 

I can’t understand, in private life, when people contract, and 
especially when they contract in regard to millions, as they do in 

rivate life—but we are contracting in billions and billions of dollars, 
and I can’t for the life of me see why our negotiators can’t go to these 
contractors and require them to disclose all the information. 

You have said here in your statement—you quoted the statement 
here—— 

Mr. CoecrsHatu. That is Mr. Mahon’s. 

Mr. Morris. You quoted the statement here. And my distinguished 
colleague over here, Mr. Bates, brought that out. 

You have said here that, “No issue, however, is ever made of this 
ye and the contractor has a tremendous advantage at the negotiation 
table. 

And I don’t know why they should have that advantage. 

Mr. CoccrsHaty. Well, I quoted Mr. Mahon. He had first-hand 
knowledge and information. But I assume he is a recognized 
authority in the field. 

Mr. Vinson. I think it is pertinent that the Navy spent $150,000 
to have a document written out—have you that document with you, 
Mr. Courtney ? 

Mr. Courtney. Yes. 

Mr. Vinson. Right on that line, read what they said in reference to 
the negotiators that sit across the table. 

Off the record. 

(Further statement off the record.) 

Mr. Vinson. Read it out. Read what he said there. It is in that 
document. It is about the senior officers. 

Tell what document this is. 

Mr. Courtney. This is a report which was purchased by the Navy 
Department and a management survey made by Booz, Allen & Hamil- 
ton. 

Mr. Vinson. And they aid $150,000 for this report. This was sent 
tous. And we have tried to analyze and study it, ever since we have 
had it. 

And in studying it yesterday—get back in there, now, where it says 
this negotiation should be done by senior officers. 

And that answers the question there, of Mr. Morris. 

Of course, the Government oftentimes is at a disadvantage when this 
target price, or any other kind of price, is being negotiated. 

Mr. Morris. The point is, I make: Why should they be! 

Mr. Vinson. Well, because they don’t have the experience. 

How could you or me, or any of us, sit down and talk about elec- 
tronics and various other complicated missiles or airplanes where we 
just don’t have the background? That isthe only reason. 

Mr. Morris. Let me make this statement. This is pertinent. 

That is just why I said awhile ago that they were bringing about 
some reforms. And now they told us yesterday, or recently, that they 
were carrying on schools. 

Mr. Vinson. That is right. 

Mr. Morris. So they could know those things. That is the point. 

Mr. Vinson. That is right. They are trying to do it. 

And the experience, after being employed—aren’t we, after we 
serve in Congress year by year, better qualified than we were when we 
came here ? 
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Mr. Morris. I hope so. 

Mr. Vinson. Tremendously. 

Mr. Morris. Exactly. 

Mr. Vinson. That is what I have been telling people for 46 years. 

The longer I stay here, the better I can serve them. Now listen to 
this. 

Mr. Becker. Mr. Chairman, I have a couple of questions I want 
to ask. 

Mr. Vinson. I want to get this in the record. 

Mr. Brecker. By the time you read that, we never will. 

Mr. Vinson. Read it, Mr. Courtney. 

Mr. Courtney. There were many recommendations made. 

Under the heading of the “Negotiating Process,” which is part 
4 of this report and conclusions, it recommends: “Utilize senior con- 
tract division personnel to conduct price negotiation.” 

Mr. Vinson. That is right. 

That answers the question. 

Mr. Courtney. The Department’s comment on this recommenda- 
tion was: “Concur in principle. Price negotiations will be conducted 
on the highest level possible.’ 

Mr. Vinson. That is right. 

All right, now, Mr. Bates—or Mr. Becker. 

Mr. Becxer. I would like to ask, Mr. Chairman: 

Does your Board in its work on renegotiation do any checking as to 
the cost estimates prepared by the Departments, ageinet the bids, in 
the cost-plus contracts and the incentive contracts? Do you do any 
checking on that % 

Mr. CoccrsHatu. The only time we have seen any that I can recall— 
my memory may be at fault—is in connection with construction con- 
tracts. I think that is established practice of the Engineer Corps, 
to make their estimate as to what a job should be and then call for 
bids. They operate as a rule under advertised bids. They may have 
five, six, seven or eight. If the lowest of those six, seven, or eight 
is way above the Engineer Corps’ estimate, there is usually no award 
and they start over again. 

Mr. Courtney. Twenty-five percent. 

Mr. Becker. I have one more question, Mr. Chairman. 

I want to get this in. 

One of the great complaints that I have heard through the years 
about the Renegotiation Board is the timeiag between the end of the 
contracts and final payments by the Government and then the Re- 
negotiation Board coming some years later and forcing renegotiation 
and payment back to the Government of, we will say, excess profits, or 
whatever you want to call it, on a contract after the contractor has in- 
vested perhaps, in equipment and in many other ways, the profits 
made in that particular year. 

ceed is that reconciled, this time lag, in the operation that is con- 
cerned 

Mr. CoccrsHatt. Well, I have spent the last 4 years making myself 
a gadfly for the organization to get as current as is possible under the 
circumstances. And I am not displeased—I don’t think I should be 
displeased. I think I am entitled to be reasonably pleased with where 
we stood at June 30, 1959, which is our last report to the Congress. 
We make an annual report. 
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Of course, often the filings aren’t made on time, you know. We 
recently settled a couple of cases where filings should have been made 
for the 1943 and 1944 year, in the war. And people hadn’t filed with 
us. It came to our attention. They filed—we just closed those cases 
out. 

But here is the picture. The percent of completion through the 
1948 to 1950 year, 100 percent; 1951, 99.9 percent of assignments made 
to the field for renegotiation ; 1952, 99.9 percent; the 1953 year of con- 
tract completions, 99.8 percent; 1954, 98.2 percent completions of the 
assignments; 1955, 92.3 percent. 

The 1956 year—now, remember, contractors don’t file until the first 
day of the fifth month after the close of the year. That means May 
1, to begin with. They have to be examined and sent to the field. 

In the 1955 year, that is, of people filing with us by May 1, 1956, 
they were 92.3 percent completed. 

As to the 1956 filings, made May 1, and after, 1957, 77.6 percent. 

The 1957 year, where people filed with us at May 1, 1958, they were 
40 percent completed at that time. 

Mr. Brecker. I see that you are getting more current. 

Mr. CoccrsHALL. Some cases are very complicated. 

Also, cases have to be held up at the suggestion of the Department 
of Justice if there are charges of fraud, or there is a question of con- 
cern to the Internal Revenue Service, in which case we have to with- 
hold completion. 

And many contractors do not file on time. We have had quite a 
drive to overcome this delinquency, because there is no penalty in the 
law except for willful failure to file. 

Mr. Becker. What are you saying, then, Mr. Coggeshall? That 
a lot of the burden has been on the contractors in not filing rather than 
on the Board in not completing their work ? 

Mr. CocersHaLL. We have broken that down. We found this last 
year that some 75 percent of these arrearages—up to a point, 75 per- 
cent were delinquencies on the part of the contractor. 1en. they are 
not always peculiarly responsive to our request for additional infor- 
mation, over and above filings. 

Mr. Becker. Thank you. 

Mr. CoccrsHauu. There is such a thing as dragging one’s feet. 

Mr. Vinson. Now, members of the committee, to give you a little 
background, here is the way—now, listen to this. This is what I 
said before the Ways and inane Committee, in giving them the jus- 
tification. 

I might go back a little bit and read this: 

Price redetermination is not new. It started back in 1934, first, when we 
passed what is known as the Vinson-Trammell Act. Then out of the Price Read- 
justment Board, we passed a law creating the Renegotiation Board. 

Mr. CogcrsHALL. Yes, sir. 

Mr. Vinson. The renegotiation officials are appointed by the Presi- 
ers and confirmed by the Senate. And there are five or six members 
oT it. 

Now, here is the way it follows: 


Four months after the closing of the fiscal or calendar year, the contractor files 
a statement of his renegotiated business using his own figures. After the 4- 
month filing date, the Board is permitted 1 year in which to indicate renegotiation. 
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Now, you will see in his statement there was $97 billion worth of 
business filed before his Board, but he only renegotiated a certain 
amount. What is in his statement there? I forget the amount. 

Mr. Courtney. $26 billion. 

Mr. Vinson. You see, it is all over $1 million. 

After the 4-month filing date the Board is permitted 1 year in which to indicate 
renegotiation and a 2-year period thereafter within which to complete actual re- 
negotiation. 

Now, that is the way it is all operated there. 

Now, I want this to be in the record positive. Here is a statement, 
on page 18—and I trust—I say, if there is any sensational newspaper 
writer here, that this is sensational news, and I trust it won’t be on 
the back page of the periodicals and the papers of this country. 

Here is a witness that testified that— 

Specifically, for the years included in our study, the aircraft and missile con- 
tractors, using incentive contracts predominantly (66.7 percent) * * * realized 
a profit of 71.3 percent of the total net worth. 

Now, that is information that should not be on the back page of 
any periodical or any newspaper. 

Thank you very much, Mr. Coggeshall 

Mr. Bates. Now, Mr. Chairman, before the newspapers carry that, 
I think the witness has already testified that had another type of con- 
tract been given when so much of the plant was actually owned by 
the Government, the profit likewise would have been in that neigh- 
borhood. 

Mr. Vinson. That is right. 

Mr. CoceesHat. It could be. 

Mr. Bares. Sure. So it has absolutely no pertinence, as to the type 
of contract, but only the question of how much of the plant the Gov- 
ernment owned. 

Mr. Vinson. The only people who have any material assistance 
from the Government are ehsae who get incentive contracts. 

Mr. Kiipay. Of course, what Mr. Coggeshall said is that it could 
have been. 

Mr. CocersHALL. Yes. 

Mr. Kizpay. But if it had been awarded on a competitive bid, a 
straight general advertised competitive bid, the chances that it would 
happen would be practically nil. Isthat not true? 

Mr. CocersHau. I would say so. 

Mr. Kirpay. Certainly. 

Mr. Vinson. And put this in the record. And the testimony shows 
the only people who get incentive contracts are those in which the 
Government has made a large contribution in their plants. 

Thank you very much. 

Now, this is a very fine hearing. 

Mr. CoccrsHatL. Thank you very much, Mr. Chairman and gentle- 
men of the subcommittee. 
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(Whereupon, at 11:50 a.m., the subcommittee adjourned, to recon- 

vene at 10)a.m., Wednesday, May 4, 1960.) 
THE RENEGOTIATION BOARD, 
Washington, D.C., May 5, 1960. 
Joun J. CouRTNEY, Esq., 
Special Counsel, 
Committee on Armed Services, 
House of Representatives. 

DearR Mr. CourtTNEY: Pursuant to your request, I am pleased to enclose “Sta- 
tistics of petitions to the Tax Court” at March 31, 1960, for the use of the Armed 
Services Committee, House of Representatives. 

With cordial personal greetings. 

Sincerely yours, 
THoMAS CogGESHALL, Chairman. 


THE RENEGOTIATION BoArD STATISTICS OF PETITIONS TO THE Tax CourRT AT MARCH 
1, 
The 59 petitions at the Tax Court on March 31, 1960, represent net refunds 


(less State taxes) of $108,027,943. These amounts are divided between major 
airplane manufacturers and others as follows: 





Number of Amount 
actions 
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and expressed as percentages : 















































Number of Amount 
actions 
DROIT TIED TRUONG: isiesiccinsansadascvestcuiadathbecssccsaindoauen 32.2 94.2 
Eicon giacnnatbaicnncducdcsekavedudpintpiidcedenttitnninnmmamimunamaialins 67.8 5.8 
i cacdeadimonnsnssemmushnnnginsiennennuestiommanmecmennennenetiiin 100.0 100.0 
The major airplane manufacturers are detailed below : 
Contractor’s name . Number of Amount 
; actions 
Boeing Airplane Co------ 4 $33, 320, 440 
Douglas Aircraft Co., Inc......---- 3 14, 731, 806 
OMGING See OP RIO OID. cs rita cd cconiseieesacumnaudeeucunidennaes 1 1, 556, 75: 
TAI SIGE SOIR, COON oo ine rena ccieweuccuccasaeaseccccccaucesuaniue 3 10, 895, 704 
The Martin Co 3 12, 010, 825 
North American Aviation, Inc-_-.-- ms 3 25, 034, 714 
Temco Aircraft Corp. OPER EE 2 4, 244, 035 
Total ae 19 101, 794, 279 
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PROCUREMENT PRACTICES IN THE DEPARTMENT OF 
DEFENSE 


WEDNESDAY, MAY 4, 1960 


House or REPRESENTATIVES, 
ComMMITTEE ON ARMED SERVICES, 
SpeciaL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C. 


The subcommittee met at 10 a.m., Hon. Carl Vinson (chairman) 
presiding. 

Mr. Vinson. Now let the committee come to order. 

This is a continuation of the hearing on the subject matter that we 
have been considering for the last 3 or 4 days, with reference to con- 
tracts of various kinds by the Department of Defense and the military 
services. 

Now this morning we have the representatives of the Air Force 
here. And I see the first witness is the distinguished Assistant Secre- 
tary of the Air Force for Materiel, the Honorable Philip B. Taylor. 

Mr. Secretary, we welcome you here this morning. And you have 
permission to address the committee on this subject matter in any 
form that you desire to do so. 

I see you have a prepared statement. I am sorry I didn’t have the 
opportunity to oa it before this morning. So I may not have as 
eg — to ask you as if I had had the privilege of reading it 

ast night. 

First, we will start off with your statement this morning. Go right 
ahead, now, Mr. Secretary. 

Secretary Taytor. Thank you, sir. 

(A biographical sketch of the witness follows :) 
Philip B. Taylor was nominated by President Eisenhower to be Assistant 


Secretary of the Air Force for Materiel on March 9, 1959. His nomination was 
confirmed by the Senate April 13, 1959, and he was sworn into office April 16, 
1959. 


Mr. Taylor was born in New York City on March 7, 1899. He was graduated 
from the Sheffield Scientific School, Yale University, in 1920, with the degree of 
Ph. B. in mechanical engineering. 

He entered the employ of the Wright Aeronautical Corp. in June 1922 and 
served as chief engineer of the corporation from 1930 to 1940. 

During the war years he served as vice president and acting general manager. 

In 1945, Mr. Taylor formed the Taylor Turbine Corp. and obtained the ex- 
clusive right to sell and manufacture the current Rolls-Royce turbojet engine 
in the United States. After the sale of this license to Pratt & Whitney, Mr. 
Taylor became a partner in the engineering and construction firm of Sanderson 
& Porter. 

In October 1948, Mr. Taylor was appointed Chairman of the Aircraft Propul- 
sive Systems Panel of the Committee on Aeronautics of the Research and Devel- 
opment Board of the National Military Establishment. 
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In September of 1949 he was appointed Chairman of the Committee on Aero- 
nautics of the Research and Development Board, which position he held until 
the Board was abolished. He has also served on the Powerplants Committee of 
the National Advisory Committee for Aeronautics, and the Air Force Scientific 
Advisory Board. 

Secretary Taytor. I appreciate the opportunity to appear before 
this committee in response to your invitation to discuss our effective- 
ness in achieving reasonable costs, prices, and profits. 

This subject is one which we consider to be very important and to 
which considerable attention has been devoted by myself as well as 
our senior officers and staff. We are keenly aware that not only must 
we establish sound procurement policies, but, perhaps equally im- 
portant, that we must see that these policies are implemented in an 
effective manner so as to yield the maximum benefits to the Govern- 
ment, both from the standpoint of economy as well as military 
strength. 

No matter how sound our pricing policies and techniques are, there 
may be relatively isolated cases where realistic prices are not realized. 
Much of the defense procurement dollar is spent for specialized items 
for which costs, at the beginning of the contract, can only be estimated. 
Sometimes these costs must be estimated even when the contract has 
been partially completed. These estimates may or may not be ac- 
curate because of changes which may occur during the performance 
of the contract. 

The Deputy Assistant Secretary of Defense for Supply and 
Logistics has informed you that during the past year, the General 
Accounting Office reported to Congress on certain defense contracts 
under which postaudits revealed that estimates of certain cost elements 
included in price proposals were higher than warranted by data avail- 
able at the time of negotiation. We are prepared to furnish the de- 
tails and status regarding these reports, should your committee desire 
this information. 

We have acknowledge the importance of the General Accounting 
Office reports, and have taken measures over the past year to improve 
contract management and designed to minimize the recurrence of 
deficiencies similar to those disclosed. I should like to outline for you 
implementing steps which we have taken within the Air Force. 

In attempting to improve pricing practices at the prime and sub- 
contract level, the active and positive cooperation of industry has been 
solicited. In this connection, the Secretary of the Air Force and the 
senior members of the Air Staff, responsible for Air Force materiel, 
have conducted several meetings with high level management of the 
principal missile, aircraft, and electronic manufacturers. The Air 
Force has stressed the urgent need for determined and combined 
efforts of industry and Air Force personnel. The then Secretary of 
the Air Force, Hon. James H. Douglas, the commander, Air Materiel 
Command, and myself, met with industry representatives at Air 
Materiel Command Headquarters on October 21, 1959. This meeting 
was devoted primarily to pooling industry’s experience in isolating 
and defining the “soft spots” in management, pricing, and subcontract 


effort, and in formulating practical guidelines for improvement in 
these areas. As a followup, working groups consisting of representa- 
tives of the Air Force and industry have been formed and assigned 
the responsibility of developing courses of actions. 
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In addition to emphasizing industry responsibilities and enlistin 
its active support in holding down costs, the Air Force has institut 
internal management and contractual procedures to increase the 
effectiveness of our contract pricing and management. These pro- 
cedures are: 

1. We established a requirement in early 1958 for contractors to 
certify that all available cost data in their proposals are current, com- 
plete, and accurate, and made known to the Air Force negotiating 
team. This policy has now been adopted for use pals the 
Department of Defense. The certification requirement extends to 
first-tier subcontractors. Our procurement personnel have been given 
positive instructions, however, that they are not to rely solely on the 
certificate executed by the contractor to effect sound prices. They 
must, before agreeing to final prices, conduct a thorough analysis of 
the contractor’s proposal, with the assistance of Air Force auditors 
when appropriate; make certain that they have in fact obtained cur- 
rent pricing data; ascertain the degree of competition obtained in 
placing the contract; and evaluate the proposed type of subcontract 
as to its appropriateness. 

2. In June 1959, General Anderson, commander, Air Materiel Com- 
mand, issued a directive, together with detailed guidance, to all Air 
Force procurement activities covering the following matters: 

i} Pricing management ; 
(2) Procurement field organization and auditor assistance ; 

(3) Purchasing system surveys; 

(4) Estimating system surveys; 

(5) Subcontract pricing ; 

(6) Procurement personnel training. 

Procurement activities are required to report the results of actions 
accomplished to improve each of the specific areas cited, together with 
constructive recommendations to minimize the recurrence of previous 
deficiencies. We will continue to follow up on these matters aggres- 
sively and where such recommendations prove effective, they will be 
offered to the other services for possible application. 

3. Extensive use is being made of audit personnel for the purpose 
of achieving quality cost analyses and the audit personnel staff is cur- 
rently being expanded to increase the scope of its activities in this 
area. The combination of price analysts and auditors working jointly 
in the analyses of costs has proven to be very effective. 

4. On July 9, 1959, a symposium was held at Headquarters, Air 
Materiel Command, called by General Anderson, to review and dis- 
cuss contract administration and pricing problems and to propose 
corrective actions. This was attended by all principal procurement 
and production personnel, the directors of procurement, the chiefs of 
air procurement districts, the Air Force plant representatives, price 
analysts, auditors, etc. This conference focused attention on the con- 
tinuing importance being attached to the problem by top manage- 
ment, and thus served to give impetus to the efforts of our field 
personnel. 

5. In October 1959, the commanders of Air Materiel Command and 
Air Research and Development Command were directed to perform 
critical reviews of all requirements which had been or were being 
established with the object of eliminating any “gold plating” of 
weapon systems, and to emphasize the Air Force cost reduction effort. 
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6. The “Air Force Guide for Pricing” was published in November 
1959. This publication provides comprehensive guidance on this 
critical subject to Air Force procurement personnel. It includes a 
detailed discussion of the techniques to be used and precautions to 
be observed in the analysis of prices. 

7. In our effort to improve the efficiency of our management capa- 
bility in the contract pricing and management areas, we continue to 
place considerable reliance upon the improvement of our performance 
through education of personnel. The major educational effort in 
fiscal year 1960 was a series of courses, including, among others, ad- 
vanced pricing and advanced contract administration. This edu- 
cation is directed toward the management of the pricing function. 
Eligibility to participate in this training presupposes that the indi- 
vidual has received most of the technical training through experience, 
on-the-job training, local classrooms training, and self-development. 
It is anticipated that approximately 1,350 personnel will have par- 
ticipated in the procurement-production training program by the 
end of 1960. With your permission, we will submit for the record 
a statement setting forth the details of our training program. 

Mr. Vinson. Put that in the record. 

Secretary Taytor. Thank you. 

(The statement follows :) 


Air Force School of Logistics (AFIT)—Calendar year 1960 procurement and 
production training courses 












































Course Students 
Procurement: programed 
Principles of pricing 150 
Advanced pricing 75 
Principles of buying 150 
Advanced buying 125 
Principles of contract administration 125 
Advanced contract administration 100 
Advanced base procurement management________ 200 
Industrial property management 100 
Subtotal 1, 025 
Production: 
Production analysis 75 
Production management seminar 75 
Materials manufacturing 150 
Subtotal 800 
Grand total 71, 325 


2 This does not include 50 students programed for the 14-week advanced pricing course 
being conducted outside the Air Force School of ——— by Harbridge House, Inc. This 
oonane 2 being consolidated with the School of gistics (AFIT) course on advanced 
pricing in » 


AMC Losistics EDUCATION CENTER 
PRINCIPLES OF PRICING 


It is the purpose of this course to present to class participants an organized 
group of principles pertaining to Air Force pricing, which have been developed 
through many years of experience, and to develop more proficiency in the skills 
of analysis, projection, and in negotiation or prices. 

The course content represents information, ideas, and techniques widely held 
by Air Force and their contractors to be good pricing practices. Techniques 
in pricing are observed from the viewpoint of both the Air Force and the con- 
tractor. It is felt that such an approach will produce a broadened view toward 
the problems of understanding the nature of a reasonable price. Since Air 
Force procurement consists largely of production contracts, an understanding 
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of a contractor’s operations which generate costs and his methods of estimating 
and controlling such costs is highly desirable to understand a good price. The 
best and latest methods of price and cost analysis by Air Force analysts are 
organized and presented in the course. 

The skillful use of cost and price analysis tools are preliminary to the skillful 
use of good negotiation techniques, and because the two techniques are in- 
separable to produce a good price, the course includes a complete and thorough 
treatment of negotiation techniques. These techniques are those which are 
widely recognized by professional negotiators to be essential for high level 
performance in this art. The functions of negotiation are considered from the 
viewpoint of the Air Force and the problems peculiar to Air Force negotiation 
but the principles are also studied from the viewpoint of a broader scope. 

The subject matter will be presented by speakers well qualified in specialized 
areas, by demonstration films and class discussions. 

Prerequisites: GS-7 through GS-11; GS-12 in exceptional cases, plus 1 year 
experience in Air Force or industrial procurement or equivalent college work in 
related areas. 

Duration of course is 8 weeks. 


AMC Logistics EDUCATION CENTER 
ADVANCED PRICING 


The course in advanced pricing is designed for those who are seeking answers 
to pricing problems which more nearly fulfill the needs of procurement. The 
problems chosen are those representing the more persistent and vexing ones 
faced by Air Force procurement personnel and which they have found in their 
experience difficult to solve. Various approaches to the solution of such prob- 
lems are considered and studied, representing the best thinking on the part of 
those who are working with such problems consistently. As much emphasis 
is placed on analyzing and understanding the problem as in finding the solution. 
Solutions to such problems cannot be categorical but relative to the needs of 
the procurement situation, therefore, different approaches to solutions must be 
considered to enable the best choice to meet individual needs. 

Three areas or problems are represented: (1) Pricing problems, (2) special 
procurement problems, and (3) negotiation problems. These areas represent 
the special emphasis of the problems selected, but the price problem is central 
and pervades through all areas. 

Classroom activity is organized on the basis of maximum class member partici- 
pation. Cases are used to demonstrate the nature of a problem in a particular 
setting. The discussion of each case will point to the need for further analyza- 
tion of the problem which it represents. Class participants, organized in teams, 
will present the analyzation of assigned problems, point to alternative solutions, 
and suggest the best solution. Guidance for the teams in handling their as- 
signments of problems will be given by the course director. 

Prerequisites are (1) the successful completion of the course in principles of 
pricing (as organized in fiscal year 1960) or the Advanced Pricing School (Har- 
bridge House) ; and (2) 5 years of active participation in military procurement 
activities involving the determination of prices; and (3) GS-12 civil service 
rating or a military grade of major. Exceptions to (1) above may be requested. 

Duration of the course is 4 weeks. 


AMC Logistics EpUCATION CENTER 


PRINCIPLES OF BUYING 


This course offers Air Force buyers an opportunity to improve their buying 
and contracting skills, purchasing methods which reflect Department of Defense 
and Air Force policy will be explored in order to fully acquaint buying personnel 
with the job areas which require the application of specific laws and regulations 
and the job areas which entail the application of basic purchasing know-how. 

The technical phase of the course will stress the central procurement process 
in order to define problem areas and discuss ways to correct them. Sessions 
will be included on price, delivery, and quality analysis; the buyer’s responsibili- 
ties in regard to specifications; analysis of comparative prices and costs as the 
basis for negotiations; selection of appropriate contractual provisions; negotia- 
tion planning and strategy ; market conditions and their significance to industry; 
and other topics designed to help buyers meet the acquisition objectives of the 
Air Force logistic mission. 
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The management phase of the course is intended to contribute to the kinds of 
skills and abilities related to the nonregulatory aspects of buying. Sessions will 
be included on improving communication skills, increasing planning effective- 
ness, factfinding, problem analysis, and office management controls and tech- 
niques. 

The majority of the session will be lecture-discussion. Case problems, group 
work projects, and role playing will be utilized to continually relate lecture 
topics to on-the-job responsibilities. 

Candidates for this course are expected to be familiar with basic Air Force 
procurement policies and procedures and standard forms and reports. Either 
through experience, on-the-job training, or an Air Force sponsored basic training 
course in procurement. 

The duration of this course is 4 weeks. 


AMC Logistic EpucATION CENTER 
ADVANCED BUYING COURSE 


The objective of this advanced course, which is designed for buyer and pro- 
curing contracting officers, is to add to knowledge in negotiating and contract- 
ing. Participants will be introduced to the latest developments in the fields of 
purchasing and contracting with the objective of insuring not only an awareness 
but also an understanding of these new and current concepts. 

The initial phase of the course deals with the relationship of buying to the 
logistics process and will include coverage of recent trends, developments, and 
changes in the Air Force organization for procurement and supply. 

The second phase of the course is devoted to skills which are necessary to 
achieve proper action in the decisionmaking areas of procurement, such as, (1) 
adequacy of specification, (2) determination of method of procurement, (3) 
analysis of contractor quotations, (4) selection of contract type, and (5) aware 
of contract. Subject matter includes scientific methods, technical know-how, the 
team concept, and the importance of proper and adequate communications. 
Supplementing these skills will be the coverage of the material management 
concept, competition, price and cost analysis, contracting, evaluating vendor 
performance, and reports to management. 

Presentation of material will be accomplished through a combination of lec- 
tures, group discussions, case studies, and other techniques which are partici- 
pation oriented. 

Prerequisites for participation are a minimum of 3 years’ buying experience. 
The course is not to be considered appropriate for those engaged in local pur- 
chase activities. These qualifications presuppose a working knowledge of regu- 
lations, procedures, and Government procurement policies. 

Duration of course is 4 weeks. 


AMC Logistics EpucATION CENTER 
PRINCIPLES OF CONTRACT ADMINISTRATION 


The course is designed as a comprehensive approach to the broad area of 
contract administration. The purpose is to provide familiarity with knowledge 
and skills which are vital to the administrative contracting officer. 

Major emphasis is placed on knowledge which is important for effective con- 
tract management. The approach is one which sets forth fundamentally sound 
principles and practices in each subject area. The course begins with an 
analysis of the administrative task by type and kind of contract to provide a 
background for the subject matter which follows. Attention is then devoted 
to accounting systems approval, voucher processing, wage and salary approval, 
acceptance of insurance, incentive payment, and pension plans, purchasing 
systems approval, the funding cycle, contractor financing, and secondary ad- 
ministration. Postaward pricing problems in relation to spare parts, redeter- 
mination, contract changes, overhead and negotiation techniques receive gen- 
erous treatment. The specialized knowledge phase is concluded with an explana- 
tion of the principles of contract termination, settlement, plant clearance, and 
claims. 

Emphasis is also placed on those skills which are fundamental requirements 
for an administrative contracting officer. Stress is placed on the establish- 
ment of a team effort, motivation, effective delegation, managerial communi- 
cation, coordination, conference leadership, problem solving, and personal effi- 
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ciency. There is direct correlation of these skills to the job performance of 
the administrative contracting officer. 

Students are encouraged to engage in discussion with the class. Application 
of the lecture material and development of skill is accomplished with prepared 
cases which are analyzed and discussed using panels, mock negotiations, and 
role playing. Periodic examinations are scheduled for the purpose of assisting 
the student to measure his own progress. There is a daily reading reference 
which should be studied before each class. 

Selection of students to attend this course should be limited to administrative 
contracting officers, military or civilian, contract specialists, cost analysts, and 
other Air Force personnel of grade GS-7 or higher, who have been employed 
by the Air Force for at least 1 year, who are engaged in duties of, or closely 
related to contract administration. Particularly those procurement personnel 
who have the potential to become administrative contracting officers are most 
appropriate. The design and selection of course subject matter presupposes 
that the students are familiar with existing policies and instructions pertaining 
to contract administraton. 

The duraton of this course is 5 weeks. 


AMC Logistics EpucaTION CENTER 
ADVANCED CONTRACT ADMINISTRATION COURSE 


The course is intended to add to the administrative contracting officers 
understanding of his role in the logistics process and to develop a strong sense 
of his interdependence among organizational units within the Air Materiel Com- 
mand. The course is problem oriented and is designed to increase the ad- 
ministrative contracting officer’s effectiveness in identifying, analyzing, and 
solvng problems which he faces in his work. 

Course content and the selection of teaching methods also aim toward further 
development in the ability of the administrative contracting office to evaluate 
contractor capability and performance. 

The technical phase of the course emphasizes functional areas such as a 
review of postaward pricing concepts, practices and advanced techniques, in- 
dustrial cost estimating, the generation of costs, their behavior and acceptability 
for Government payment, and major consideration in equitable termination, 
adjustment and settlement contracts, plant clearance and claims. 

The application of decision making to those specific functions of the ad- 
ministrative contracting officer which draw upon personal resources; trends 
in contractor management; and the development, installation, and use of con- 
trol devices to effectively manage Air Force contracts represent a few of the 
subjects which will afford participants a unique opportunity to improve their 
managerial skills. 

Group discussion will be used extensively in order to relate subject matter 
to job performance to bring about a mutually beneficial interchange of ideas 
and experience directed toward the solution of common problems. Each par- 
ticipant will be given a research assignment which will require outside class 
reading from textbooks as well as clasS reading from current Air Force and 
management periodicals. These will be prepared and used as the basis of 
informal reports to the class during the last week of the course. 

The course is designed for full-time administrative contracting officers or 
termination contracting officers who have attended a previous administrative 
contracting officer’s course sponsored by Headquarters, Air Materiel Command. 

The duration of this course is 4 weeks. 


AMC Logistics EDUCATION CENTER 
ADVANCED BASE PROCUREMENT MANAGEMENT SEMINAR 


This seminar is designed to broaden understanding of the base procurement 
and to provide added insight into the relationship of base planning, budgeting, 
and programing to the numerous functions of base procurement. 

The technical phase of the seminar will emphasize the various steps of the 
base procurement process. Included in this phase will be subjects such as small- 
purchase techniques and procedures; programing for base materiel and non. 
personal service requirements; contract administration and termination espe- 
cially in regard to architect-engineer, construction, maintenance, repair, and 
other base needs for service and facilities ; and various other subjects which will 
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give participants an opportunity to learn more about base procurement operations 
and problems. 

The management phase of the seminar is intended to add to the administrative 
skills of base personnel. Sessions will be provided in how to communicate 
effectively, how to improve supervisory ability, fundaments of problem solving, 
local community public relations, and other subjects which will give base 
personnel an opportunity to improve the kind of skills required for effective 
base operations. 

Lectures will be followed by group discussion which will utilize case prob- 
lems, participant panel presentations, and group projects in order to relate 
seminar content to base procurement functions and problems. 

The purpose of this course it to supplement training received through the 
OB6621 course, Amarillo, Tex., and Command OJT programs. Attendance should 
be restricted to individuals presently occupying or being considered for super- 
visory positions within base procurement. Eighty percent of student load are 
from major air commands other than AMC. 

The duration of the seminar is 4 weeks. 


AMC Logistics EDUCATION CENTER 
INDUSTRIAL PROPERTY ADMINISTRATION SEMINAR 
(Procurement 160) 


The industrial property administration seminar is designed to provide an 
executive training program through which Air Force officers and civilians with 
a logistics background will become proficient in property management. The 
course is designed to increase the individual’s ability to: (a) Analyze and 
refine present property control techniques and systems, and (0) originate and 
implement new methods which will result in the increased economy of operations 
and improved property control. 

The seminar will emphasize the following areas: 

The job of the property administrator is developed in terms of background and 
relationships. 

In tools, techniques, and control, the managerial aspects of property adminis- 
tration are explored and the methods and controls are surveyed in terms of the 
property administration function. The techniques and tools employed are 
related to such subjects as planning, organization, procedures, quality control, 
production control, physical inventories, cost accounting, system analysis, com- 
munications, report writing, and decision making. 

Under “Adjustments” is explained the process of protecting the interest of the 
Government from loss at the hands of the contractor. 

Finally, in conducting the surveillance program, the concept of the systems 
survey is developed in terms of property management in which certain managerial 
tools and techniques connected with surveys are discussed. 

Methods of instruction in this seminar are based on panels, workshops, case 
studies, and class discussions. 

The industrial property administration seminar is a 4 weeks’ course conducted 
full time at Wright-Patterson Air Force Base, Ohio. 

Military or civilian personnel (GS-9 or higher) actively engaged in or closely 
associated with administration and control of Government property in the 
possession of contractors—exceptions will be considered on an individual basis. 


Course title: “Production Analysis” 


The objective of this course is to investigate the middle management function 
as it relates to modern industrial production processes and to determine the 
relationship of these processes to special Air Force operations. This will be 
accomplished through (1) an examination of the responsibilities and methods 
of industrial middle management; (2) the application of related principles to 
the areas of production, forecasting, and control; and (3) the visualization of 
the production program in an actual operational environment. 

The course includes personnel requirements in production analysis, the scope 
and method of production analysis, on-location job training programs, and ap- 
plications of practice and experience. 

Prerequisites.—Civilians GS-9 through GS-12 or officers first lieutenant 
through major who are journeymen production specialists in production func- 
tions and who are dealing directly with industry. 
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Duration.—Total, 8 weeks—3 weeks at the School of Logistics, WPAFB; 4 
weeks at an industrial facility ; 1 week at the School of Logistics. 
Course title: “Production Management Seminar” 

The objective of this seminar is to promote further understanding and use of 
the most recently advanced production management methods and techniques 
and to investigate their growing impact upon the complex requirements of Air 
Force logistical support. This is accomplished by considering the inter- 
relationships between Air Force and industrial management at their current 
stage of development. ' 

The course includes executive effectiveness in industrial production, the evo- 
lution and methods of production management, the industrial production process, 
and production project analysis. Utilization of recent developments and prac- 
tices in the assessment of potential and effectiveness can be increased, and fore- 
seeing changes in production requirements are discussed. 

Prerequisites.—Civilians GS-11 and above or officers captain or above, who 
are engaged in the management of production functions, supervising the work 
of production specialists dealing directly with industry. 

Duration.—Six weeks. 

Course title: “Material and Manufacturing Processes” 

The overall objective of this course is to provide participants with a better 
understanding of the manufacturing process as it is applied in a large manu- 
facturing organization. In order to do this, the course is conducted totally 
within a large aircraft industrial organization. 

The course is designed to assist the production specialist in understanding the 
qualities, characteristics, and machine abilities of various raw materials. Also 
emphasized are various methods and machines used in changing the shape of 
materials and equipment used in moving these materials through the production 
process. Close examination is made of general shop techniques, such as those 
involved in scheduling machinery and equipment, production planning and con- 
trol, and machine loading. 

Prerequisites.—Civilians GS-7 through GS-11 and officers second lieutenant 
through captain who are assigned to production specialist positions in produc- 
tion, maintenance, or quality control functions. Security clearance, secret. 

Duration.—Six weeks at North American Aviation, Los Angeles, Calif. 


Secretary Taytor. In addition we have issued instructions in the 
following areas: 

1. The necessity for evaluation of prospective contractors’ past cost 
records during the source selection procedure. 

2. Effective preaware surveys of contractors’ capability. 

3. Examination of contractors’ overhead cost patterns. 

4. A first “make or buy” policy. 

5. The review and evaluation of product improvement projects. 

6. Effective and frequent Air Force management reviews of con- 
tractor performance. 

7. Procurement of spare parts by formal advertising on a selective 
basis, and more effective pricing in the procurement of spare parts by 
negotiation. 

s you can see from the foregoing, the Air Force is conducting an 
extensive and determined campaign to improve the proficiency of its 
contracting process by cumalaine its pricing procedures. 

We believe that our actions are bearing fruit. Some specific 
examples have been brought to my attention which demonstrate that 
cost reductions and management improvements have in fact resulted 
from our efforts in the contract pricing and management areas. 

One of our contractors has entered upon a vigorous cost-reduction 
program. In four subcontracting actions, price reductions in the 
amount of $1.7 million were effected. There are also good indica- 
tions that there may be reductions in engineering personnel as well 
as in leased industrial property costs. 

55096—60—23 
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In another case, a reduction of 6 percent in indirect expenditures 
was accomplished by one of our major contractors. This was done 
by changes in organizational structure and amounted to approxi- 
mately $6.5 million. 

In still another case, a recent purchase-system survey, conducted 
at a principal airframe contractors facility, revealed deficiencies 
in this contractor’s purchasing system. The contractor failed to take 
timely and constructive action to correct such deficiencies, even though 
afforded an opportunity to do so. As a result, the approval of the 
purchasing system was withdrawn effective February 1, 1960. There- 
after, the limitation for the award of fixed-price subcontracts with- 
out Air Force approval was reduced from $100,000 to $25,000. In 
addition, all purchase orders over $1,000 awarded either on a sole 
source or other than to the low bidder will be reviewed and approved 
by the Air Force. It is anticipated that another purchase-system 
survey will be conducted in May 1960, at which time approval of the 
contractor’s purchasing system will be reconsidered if the deficiencies 
have been corrected. As a result of the Air Force actions in this 
case, subcontract prices were reduced by $658,742. 

I should like to point out that during the hearings conducted before 
Mr. Hébert’s committee, the General Accounting Office testified to 
the effect that in the area of cost-reimbursement-type contracts—an 
area in which during fiscal year 1959 we spent about 53 percent of our 
dollars—we were doing a satisfactory job and that this fact permitted 
that agency to concentrate its efforts in the area of incentive-type 
contracts. 

Turning now to our use of incentive-type contracts, we have urged 
an increase in the use of this type of contract in appropriate circum- 
stances as one of the more fundamental means of creating an incentive 
to contractors to reduce costs. We find the use of such contracts 
appropriate where the facts and circumstances do not warrant the use 
of a firm fixed-price contract nor a cost-reimbursement-type contract. 
It is our view that in such circumstances the incentive-type contract 
is likely to yield maximum benefits to the Government. 

By this method of procurement, industry is not deprived of its 
profit motivation since it can attain additional profit by achieving cost 
reductions as a result of economy and efficiency in the performance of 
the contract. Conversely, however, industry profits are reduced when 
the actual costs incurred exceed the target. 

We recognize, of course, that they key to the effective use of these 
contracts in the negotiation of a valid target on a timely basis. The 
actions outlined above should, we believe, minimize the recurrence 
of the incidents described by the Comptroller General. 

Mr. Chairman and members of the committee, I have reviewed for 
you the vigorous efforts we have taken to cope with deficiencies in 
pricing contracts and in the administration of prime contracts and 
subcontracts. There is no complacency on our part. Sustained ef- 
forts are continuing to effect improvement in all areas. Beneficial 
results will act as a spur to greater effort on our part. 

This completes my prepared statement. 

I have with me today Mr. Racusin, my Deputy for Procurement, and 
Major General Davis, the Director of Procurement and Production at 
Headquarters, Air Materiel Command, to assist me in answering your 
questions. 
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Mr. Vinson. Thank you very much, Mr. Secretary. _ 

Now, as I stated at the outset, this was the first privilege I have had 
of reading your statement. I am somewhat handicapped, as I pointed 
out, in not having carefully gone over the statement as I wanted to do. 

Nevertheless, it occurred to me from following you in your prepared 
statement that you are cognizant of the fact that the procurement in 
the Air Force needs to have been tightened up somewhat; is that 
correct ¢ 

Secretary Tayxor. It needed tightening up, and I believe it has been 
tightened up, sir. 

Mr. Vinson. All right. 

Then you are satisfied that improvements could have been made in 
your method of procurement and the ascertainment of cost ? 

Secretary Taytor. I am never satisfied, sir. 

Mr. Vinson. Well, you were satisfied that some improvements could 
have been made ? 

Secretary Taytor. Some improvements have been made; yes, sir. 

Mr. Vinson. Could have been made. 

Secretary Taytor. Could have been made. 

Mr. Vinson. That is right. 

Secretary Taytor. Yes. 

Mr. Vinson. And that in the latter part of 1958, or mainly in 1959, 
you began to tighten up your scrutiny of your cost and your con- 
tract procedures ¢ 

Secretary Tayzor. Yes, sir. 

Mr. Vinson. Now, about 1959, the latter part of 1958 and 1959—I 
think it was in 1959 that Congress became cognizant of the fact that 
some study should be made of this subject matter. So was that the 
reason that prompted you also to get concerned about your contract 
posesaree that had been going on in the past, because Congress was 

ginning to get disturbed about it ? 

Secretary Taytor. That certainly had an influence. 

Mr. Vinson. You said it did have an influence ? 

Secretary Taytor. It certainly was a very major factor. 

Personally, I only arrived here a year ago. 

Mr. Vinson. Put it this way: Then if Congress hadn’t become con- 
cerned about it, you would probably have drifted along in the same 
manner that you were prior to Congress getting concerned about it? 

Secretary Taytor. I only arrived here a year ago, so I couldn’t 
very well take an action before that time, sir. 

Mr. Vinson. Yes, sir. We can only hold you responsible for the 
year since you have been here. You are aware of the fact that Con- 
gress was concerned ? 

Secretary Taytor. Yes, sir. 

Mr. Vinson. And you got concerned ? 

Secretary Taytor. Yes, sir 
3 Mr. Vinson. Now, we won’t talk about that. That is water over the 

am. 

Nevertheless, that is a good background. 

Mr. Becker. It is in the record now. 

Mr. Vinson. What? 

Mr. Becker. It is in the record now. 

Mr. Vinson. It is in the record. 
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Now, I want to compliment you on trying to develop methods of 
procurement that you feel will be beneficial. 

Now, how close are you following up these programs that you have 
laid out and inaugurated to bring about better contracts for the Gov- 
ernment? Are you just announcing it or are you putting qualified 
auditors and personnel to see if you can bring about your objectives? 

Secretary Tartor. Sir, this is a very large problem. 

Mr. Vinson. Of course it is a large problem. 

Secretary Taytor. The procurement in the Air Force is a tre- 
mendous business. 

Mr. Vinson. That is right, the largest in the Government, of any 
single department. You spend around, about $15 billion a year, 
whatever the amount is that we appropriate to you for it. 

Secretary Taytor. Yes, sir. 

I personally interview the people actively engaged in the procure- 
ment activities. I sample certain areas at times. And [I listen to 
the management group as they explain their troubles. And I spend 
a great deal of my energy in seeing that this thing is being pursued. 
And I believe the people on the actual firing line spend a great deal 
of their energy to see that the actual word gets down to the contract- 
ing officer, who is largely responsible for the actual letting of the 
contract. 

Mr. Vinson. Well, it all depends—it makes no difference how many 
standards you haveset up. It all depends how well you carry out your 
objective and to see that the objectives are obtained which you desire. 

Secretary Taytor. That is exactly right, sir. 

Mr. Vinson. Now, are you following them up closely ? 

Secretary Taytor. Yes, sir. 

Mr. Vinson. Are you impressing upon these officers charged with 
this responsibility, and your auditors, that they must get this informa- 
tion, or is it just written out and looked at about every 6 months when 
Congress gets excited about it ? 

Secretary Taytor. General Anderson and I discuss this thing very 
frequently. General Davis and I are not strangers. We see each 
other very frequently and we discuss our problems. And I am sure 
the direction gets down to the person who is actually doing the con- 
tracting. 

Mr. Vinson. Now, in view of these new programs that you have 
announced and these close examinations of the cost, do you anticipate 
any material reduction in the cost of the articles? 

Secretary Tayzor. It is very difficult to make a statement that can 
be verified. It is like going to the doctor and you get better, but 
you don’t know how much better you would have been if you hadn’t 
gone to the doctor. 

Mr. Vinson. In most cases I would have been dead if I hadn’t gone 
to the doctor. I have confidence in the doctor. And you must have 
confidence in these programs that you have inaugurated to bring 
about better prices. 

Do you anticipate and are you driving to bring about a 15-percent 
reduction in cost, or a 10-percent reduction, or are you just hoping 
something ? 

Secretary Tayvor. There are so many factors in it that I would hate 
to put a percentage on it. But I am quite certain that our efforts 
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result in a considerable reduction in cost to the Government for the 
actual articles which we procure. 

Mr. Vinson. Now, if you were a private concern and you had 
formulated these ideas of the proper method of procurement and 
you wanted to sell that idea to some big corporation, we will say 
General Motors, you would have no hesitancy in saying that you felt 
confident that it would bring about a 10- or a 15-percent reduction, 
would you? But you are not in position to say you will be able to 
accomplish that for the Government by these methods of scrutiny and 
cost items and the types of contract, are you / 

Secretary Taytor. You hit me in the very tender spot because 

Mr. Vinson. Well, now, you are selling your idea to the Congress. 
You are selling your idea to the committee. 

Secretary Tayror. Yes. 

Mr. Vinson. And the committee must know what confidence you 
have in your own ideas. We want to know whether you are going 
to be able in driving to save some money or are you just merely writ- 
ing these formulas and saying, “I hope they will follow them up, 
and if they do, they might do something and they might not.” 

Secretary Taytor. I would never be able to give a percentage to a 
corporation if I were in private business. And I was in private 
business, in the consulting business, and I was never able to give them 
a percentage of what would happen if we did something different. 
But Iam confident that we do make a very material saving. 

Now, whether inflation, that is, the inflation tendencies make up 
for that—and all the factors come into it. To give a percentage, I 
think is misleading. 

Mr. Vinson. I know that. But nevertheless, you feel like it will 
accomplish something. 

Secretary Tartor. We feel it will accomplish a great deal. 

Mr. Vinson. And it will be an improvement over the method you 
have today. 

Secretary Taytor. We think we have accomplished a Jot, and we 
are never content. We are always striving. 

Mr. Vinson. And it all depends upon how close you follow up? 

Secretary Taytor. That is right. It depends on the people that 
are actually doing the work, and the word has to get all the way down 
the line. 

Mr. Vinson. That is right. 

Now, have you impressed upon these people that they must get. more 
information, particularly in reference to cost, and be in a firmer posi- 
tion to know what the contractor’s cost is and what he is permitted to 
charge and to know a little more about it than they do today ? 

Secretary Taytor. We have had a very strong campaign on that 
subject. And we never let it rest. We always push it. 

Mr. Vinson. Well, are you satisfied that you are putting the im- 
portance of this better contracting in the minds of the people who 
make the contract? You are going to hold them responsible if they 
don’t have better contracts than they have had in the past ? 

Secretary Taytor. I am satisfied that we are making a big impres- 
sion. I won’t say that it is complete, because it has to keep on. 

Mr. Vinson. Now, of course, you say right here: 


Much of the defense procurement dollars is spent for specialized items for 
which cost at the beginning of the contract can only be estimated. 
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And that is one of the reasons why you have inaugurated these cor- 
rective methods, to try to ascertain more of the cost. 

Are you satisfied you are going to accomplish something worth- 
while, in getting that information ? 

Secretary Taytor. Yes, sir. 

Mr. Vinson. All right. 

How many auditors have you altogether ? 

Secretary Taytor. I will have to give you that for the record. 

See Vinson. Don’t you know how many auditors you have down 
there ¢ 

eared Taytor. I can’t tell you how many auditors we have in 
total. 

Mr. Vinson. You don’t know how many auditors you have that are 
helping to get this information? That ought to be your key arch 
stone, should it not ? 

Go ahead, Mr. Secretary. We are not trying to embarrass you. We 
just want to get the facts. 

Secretary Taytor. That is an important number. I don’t happen 
to remember it. 

Mr. Vinson. All right. 

Well, how many of them? 200 or 500 or 300 or 1002 Somebody 
eo to know how many auditors you have got in this big department. 

ecretary Taytor. Approximately 1,100. 

Mr. Vinson. All right. 

Then you are going to increase that by 137? 

Secretary Taytor. That includes 137 added since the middle of last 
year. 

Mr. Vinson. Now, you have ample authority to get all the auditors 
you need, haven’t you ? 

Secretary Taytor. We have authority at this point to go up to 200 
additional auditors. 

Mr. Vinson. That is right. 

Then that would give you more people to get the cost? 

Secretary Taytor. That is right. 

Mr. Vinson. Because you say, right at the outset, that you can only 
make estimates. When you make an estimate, you want to get all the 
available information possible to reach a fair decision on estimates? 

Secretary Taytor. Yes, sir. 

Mr. Vinson. Now, why don’t you get the additional number of 
auditors ? 

Secretary Taytor. We are in the process of getting additional 
auditors. 

Mr. Vinson. Have you advertised or you have been trying to get 
them, or are you just merely satisfied with the additional 100? 

Secretary Taytor. No, sir. We have a continual program of get- 
ting additional auditors, through suitable methods. 

Mr. Vinson. Well, now, you might be able to accomplish some- 
thing if you have good, qualified auditors. Of course, it all depends 
upon how well the auditor does his job and how much information he 

ets. 
° Now, you get all the auditors the law allows you to get. 

Secretary Taytor. Yes, sir. 

Mr. Vinson. Because you have grave responsibility in spending the 
people’s money for all these items, and it certainly is costing an im- 
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mense amount of money. We may not be able to save a dollar, but 
nevertheless you want to have the satisfaction that you have done 
everything that you possibly could to ascertain what these costs that 
you are going to estimate are going to amount to and you know a little 
bit more about than you have today. 

Now, let’s see, there is one other thing running through my mind. 
It is a good statement. You have a great many important Cg, 
much information, in here that should be studied and developed for 
a long line of questions. 

Mr. Becxer. Mr. Chairman, may I just inject one question here? 

Mr. Vinson. Yes. 

Mr. Becker. Can the Secretary answer this: 

How can you get good auditors, or are you getting good auditors 
at the grade and salary permitted for auditors in your Department 
as compared to the salary of good auditors in private industry? You 
were in private industry. 

Secretary Taytor. Yes, sir. 

Mr. Becker. Are you able to get the good auditors to do this job 
at the pay you are able to pay ? 

Secretary Taytor. I would say that isa problem. 

Mr. Brecker. Yes. 

Secretary Taytor. I believe we are getting good auditors, but we 
don’t get them as quickly as we would like to; because that is a 
problem. 

Mr. Becker. Are you getting the best that you believe you would 
get, of the most qualified in private business ? 

Secretary Taytor. I don’t believe we are getting the best—I don’t 
believe we are getting the absolute cream of the crop. I believe we 
are getting people that understand their business and are satisfactory. 

Mr. Vinson. Now, following that line of questions up, let me ask 
you: Have you ever requested, by legislation or by appropriation, to 
raise the compensation, so you can get the cream of the auditors in 
the Nation ? 

Secretary Taytor. No, sir. 

Mr. Vinson. All right. Then, you haven’t asked to get the cream. 

Secretary Taytor. No, sir. I have felt that the type of auditor 
we were getting was satisfactory. 

Mr. Vinson. Well, are you satisfied with the type of auditor you 
are getting ? 

Secretary Taytor. Yes; generally speaking, I think so. 

Mr. Vinson. Now, let’s see, I had something else. Now, I note 
what you have tosay here. Let me read it, again: 

Turning now to our use of incentive-type contracts, we have urged an increase 


in the use of this type of contract in appropriate circumstances as one of the 
most fundamental means of creating an incentive to contractors to reduce cost. 


Now, in view of the fact that—you said over here at the beginning: 
Much of the defense procurement dollar is spent on specialized items for which 
cost at the beginning of the contract can only be estimated. 
Yet, you are using more types of a contract that can only be esti- 
mated than you are using the others. 
_Secretary Taynor. Yes, sir. Cost plus fixed fee as well as incen- 
tive types. 
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Mr. Vinson. And you are uncertain as to your estimates in the first 
instance. Because that is exactly what you say. I will read it again: 

Much of the defense procurement dollar is being spent for specialized items 
for which cost at the beginning of the contract can only be estimated. 

Now: 

Turning now to our use of incentive-type contracts, we have urged an increase 
in the use of this type of contract in appropriate circumstances as one of the 
more formidable means of creating an incentive to contractors to reduce cost. 

And yet you have to make an estimate of the target price. And 
that is the field in which you lack proper information, you say. 

Secretary Taytor. We only use the incentive-type contract under 
appropriate circumstances, as I said, which means circumstances in 
which costs are fairly well established. They are not positive. They 
are not absolutely positive, but they are fairly well established. 

Mr. Vinson. Well, if the cost is fairly well established, why then 
that stopped the justification of using the incentive-type contract. 
You could go to the other type contracts because you know what 
the cost is. 

Secretary Taytor. No. This is a bridge between cost-reimburse- 
ment- and fixed-price-type contracts. It comes in the middle. And 
it is a very effective way of reducing costs when the costs are fairly 
well known but not completely known. 

Mr. Vinson. Now, in using this incentive-type contract, do you use 
it mainly with the companies that the Government has spent large 
sums of money in producing the facilities and the Government has 
spent a large capital investment in it ? 

Secretary Taytor. Not necessarily. 

Mr. Vinson. But, as a matter of fact, that is what has happened, 
hasn’t it? You only use it for the airframe companies and with the 
missile companies, and they are the ones where the Government. has 
put up the larger part of the capital investment. 

Secretary Taytor. Let me ask General Davis to answer that ques- 
tion. He is directly concerned with it. 

General Davis. Mr. Chairman, Government-owned facilities are not 
a criteria in the type of contract, as you well know. 

Mr. Vinson. I understand that. 

General Davis. The incentive-type contract is used widely. It is 
not limited to airframe or missile parts. We use it wherever it is 
appropriate. 

I believe that the figures that you have in your mind, that came out 
of the statement by the Chairman of the Renegotiation Board, were 
brought about by the fact that the figures were limited to the period 
prior to 1955, during which time there was a relatively high rate of 
production of airframes and missile components following the Korean 
buildup. And this related these incentive contracts to contractors 
who had a lot of Government facilities. 

As you know, during the Korean situation we had to put some of 
our Government facilities back into operation. 

Mr. Vinson. All right. 

General Davis. This reflected itself in the figures you saw. 

However, now, since 1955, I think you will find an entirely differ- 
ent picture. 

Mr. Vinson. It was 1955? 
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“General Dayts. Yes, sir. 

Mr. Vinson. Could you put in the record the number of contracts, 
for each year, that you have made, of incentive-type contracts, that 
have large Government facilities provided ? 

General Davis. We will supply that for the record. 

Mr. Vinson. All right; you put that in the record. 

General Davis. Yes, sir. 

Mr. Vinson. Let’s see how many, and let’s see how widely, you are 
using the incentive contracts, and see if it doesn’t come back that the 
bulk of incentive contracts are given to those contractors in which the 
Government has made large capital investment. 

General Davis. All right, sir. 

Mr. Vinson. I want to check that up now because I am interested. 

(Committee insert appears in app. 3.) 

Mr. Vinson. Now, that is all I have to ask. 

Mr. Kilday, any questions ? 

Mr. Kizpay. Either the Secretary or General Davis: 

Would I be correct in assuming that where you have a requirement 
but no experience in producing, you would probably have a research 
and development contract? Is that correct ? 

General Davis. Yes, sir. 

Mr. Kizpay. So that when you had been through that stage, you 
have pretty well established what you would produce in order to meet 
the requirement. In going to a procurement contract, you don’t know 
what the costs are going to be on a production basis, so that you ne- 
gotiate an incentive-type contract? 

General Davis. No, sir. 

Mr. Kizpay. What do you do? 

General Davis. No, sir. There is a progression in this situation you 
are describing, Mr. Kilday. 

Mr. Krrpay. That is what I want. 

General Davis. We invariably start out in the research and develop- 
ment phase with a cost-plus-a-fixed-fee contract. It is the only kind 
that is appropriate. 

Mr. Kitpay. Right. 

General Davis. This ordinarily extends not only through the re- 
search and development and prototyping phases but also into the 
first production contract. So that we actually get some production 
experience, that is, cost experience. 

Mr. Kitpay. On cost-plus. 

General Davis. On a cost-plus-a-fixed-fee basis. 

We never consider going into the incentive contracting arrange- 
ment until we have accumulated some accurate cost exerience of the 
same general type of product. This is usually the second or the third 
reorder of the production article. 

Mr. Kirpay. Then, with whom do you negotiate after you have 
been through that phase, a cost-plus-fixed-fee ? 

General Davis. I don’t quite understand that question. 

Mr. Kirpay. Well, do you negotiate with the concern that had the 
first production contracts on a fixed-fee basis? 

General Davis. That depends altogether on the item. 

As you can imagine, on the more complex systems, such as airframes 
or aircraft and missiles, it invariably is that person because no one 
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else has the know-how to compete for that product. And incidentally, 
he won that initial contract through competition, I might add. 

Mr. Kutpay. Which initial ? 

General Davis. He won his initial CPFF research and develop- 
ment contract through competitive source selection. 

Mr. Kitpay. Not through bid, but competition ? 

General Davis. By competitive-source selection procedures. 

Mr. Kixpay. Yes. 

So when you come to negotiating the incentive-type contract, he 
has already oA experience as to what it has cost him and as to what 
he might reasonably anticipate that it would cost? 

General Davis. That is correct. 

And we have audited those costs ourselves, so we are assured of 
what they were and what they should be. 

Mr. Kirpay. Someone here made the statement that at that point 
you did not have the backup papers or the working papers, is that 
correct ? 

General Davis. I think that is not true in the case of the Air Force. 
We have available to us the working papers of the contractor and all 
the backup we need. Our auditors can get anything we need. 

Mr. Kizpay. You feel that you have a full, complete internal audit? 

General Davis. Yes, sir, we do. 

Mr. Kitpay. Of a company that is about to get the incentive-type 
contract ? 

General Davis. We do; yes, sir. 

Mr. Kitpay. Of course, whether this contract is of benefit to the 
Government or not is going to depend almost entirely on that target 
price, isn’t it ? 

General Davis. That is true. 

Mr. Kitpay. Do you feel that you do have the internal audit figures 
that you can deal at arm’s length with the contractor? 

General Davis. We do. 

Mr. Kuipay. That is all, Mr. Chairman. 

Mr. Vinson. Let me ask this question. 

Put in the record—now, I want to make this case out, either for you 
or against you. Put in the record the names of the companies, in 
which you have an incentive contract, that they were below the target 
price, and the names of the companies that were above the target 
price—on the incentive contract. 

Then that will show how much we have saved in contracts with this 
or that company by invoking the incentive-type contract. 

You have the record, haven’t you ? 

General Davis. We have it. 

Mr. Vinson. Now, do you recall offhand any company that has, on 
account of the incentive contract—that is, that the Government has 
been. able to get the article cheaper by the incentive contract? 

General Davis. There are quite a lot of them. 

Mr. Vinson. All right, what percentage? Put that in the record 
then, what percentage for the incentive did they receive; whether it 
was 10 percent or 20 percent or whatever it was. 

General Davis. Did you want these by contractors’ names, Mr. 
Chairman ? 

Mr. Vinson. Yes, sir. We want that information. We want to see 
exactly how an incentive contract is hatched out, whether it shows the 
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Government saved money by the incentive contract or whether the 
Government did not save money, and he went over the target price. 

Now, you read the testimony of the Chairman of the Renegotiation 
Board yesterday, did you not ? 

General Davis. Yes, sir. 

Mr. Vinson. If you didn’t, I was going to suggest all you gentle- 
men read that testimony, because it was very forceful testimony. 

There is no trouble for you to get that type of information? 

General Davis. We have it available. I don't have it with me. 

Mr. Vinson. All right. 

You send it up here, and we will put it in the record. 

General Davis. Right. 

Mr. Vinson. Mr. Bates. 

Mr. Bates. General, if you have two bidders, one of whom has a 
Government plant at his disposal and the other one does not, how do 
you determine who is going to get the bid ? 

General Davis. We require our people, in source selection, to take 
this into consideration. It is a very dificult thing to do accurately, 
as you can imagine. 

However, all other things being equal, the man without the Gov- 
ernment facility will get the award. 

Mr. Bates. The man without the Government facility will get the 
award ? 

General Davis. All other things being equal. 

We will also, when we get down to comparing the actual price quo- 
tations, favor the man without the Government facilities. 

Mr. Bates. Now, you say all other things being equal. 

Of course, the fact of the matter is that they are not equal. 

General Davis. Well, if they were all equal, the price would be 
equal, the price quotation. 

Mr. Bares. They won’t be equal when one has the advantage of 
having a Government plant at his disposal. 

General Davis. That is the reason we weight the man with the 
Government facilities. We penalize his quotation, to give the ad- 
vantage to the man with his own facilities. 

Mr. Bares. Now, to what degree do you penalize him ? 

General Davis. I can’t answer that. I don’t know. 

Mr. Racustn. Mr. Bates, lef me just say that actually in such a 
cage, where you have a competitive situation involving a contractor 
with facilities and one without, a factor is included for rental. The 
rental factor is ordinarily in accordance with a schedule given to the 
Department of Defense by the Office of Civilian Defense Mobiliza- 
tion with respect to production tools, and where such a schedule is not 
applicable, I believe the Armed Services Procurement Regulation says 
1 percent of the acquisition cost per month. 

That is factored into the bid of the man that has Government fa- 
cilties in competition against the man who does not. 

Mr. Bates. So you crank in a hypothetical cost ? 

Mr. Racvusry. It is hypothetical in the sense that if we had to go to 
him and he had to pay rent, this is what we would have put into the 
price; yes. 

General Davis. We assume, in other words, that he has to rent the 
facilities from us. 









a a ae 


—_—<- oe enon om von 





358 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Racustn. That is right. 

General Davis. And we add that amount to his price and then com- 
pare it. with the other fellow. 

Mr. Huppeston. Will the gentleman yield at that point? 

Mr. Bares. Yes. 

Mr. Huppieston. General, doesn’t the Air Force have a program to 
try to assure full utilization of Government-owned facilities, or do 
you penalize this particular man who jis occupying those facilities in 
a bid arrangement and thereby make it less likely that the Govern- 
ment facilities will be utilized ? 

General Davis. We do this, in equity. 

Although I would like to answer the first part of the question first. 

We are not making an effort to fully utilize Government facilities 
as they stand as of last year or any particular time. We are making 
an effort to get rid of the Government facilities, actually. Ina com- 
petitive situation, where there is private capital equipment available, 
we will not allow Government facilities to work to that man’s dis- 
advantage. 

Mr. Huppieston. Well, do you think that by penalizing the man 
who is occupying those facilities that you are contributing toward the 
Air Force getting out of the facilities business ? 

General Davis. Yes, in that it will make him more interested in 
acquiring those facilities for himself. And we would like to let him 
have those facilities. We would like to sell them to him. 

Mr. Lanxrorp. Is this true despite price ? 

General Davis. Are you speaking of the price of the product or the 
price of the plant ? 

Mr. Lanxrorp. The price of the product. 

General Davis. Oh, no. 

Mr. Becker. If Mr. Bates will just yield for 1 minute? 

Mr. Bates. Go ahead and developit. It is all right. 

Mr. Becker. I just wanted to get in one little correction, in the use 
of one word. 

Do you mean “penalize” or “equalize”? 

General Davis. “Equalize” is a better word. 

Mr. Becker. I just wanted to get that word corrected. 

Mr. Huppiesron. I was just using the general’s word. 

Mr. Becker. Thatisright. I was just trying to get the record clear. 

Mr. Vinson. Mr. Bates is recognized. 

Mr. Bares. I think Mr. Lankford wanted to get something clarified. 

Mr. Vinson. We will get to Mr. Lankford. We will let every mem- 
ber ask questions. We will go around the board. 

Go ahead, Mr. Bates. 

Mr. Bares. I think the point I was going to establish has been some- 
what answered. 

If we are talking about efficiency in procurement, then we have to 
recognize the difficulties of the Federal Government being efficient. 

In this particular respect, where you try to bring about equality, as 
soon as you do that—and you discount the fact that the Government 





has already built a plant. That means the Government is apt to pay 
more for it. Even on your fixed bids, when you circularize through- 
out the Nation the fact that an award should be made—now, nobody 
would do a thing like that in private life. You would select 4 or 5 
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competent people to bid, instead of sending it out so you get 2,000, 
or what it might be, that you would have to process. 

So I think we should recognize all of these things when we are talk- 
ing about efficiency in Government procurement. It just can’t be 
done if you are going to have equality to all bidders across the board. 
Is that correct ? 

Secretary Taytor. That is very correct. You have a dilemma there. 

In equity, you want to allow both sides to bid on an equal basis. 
But the Government has an investment in this one fellow. So the 
Government discounts its investment with the one outfit, to equalize 
the quotations. And it makes its award on the basis of not recogniz- 
ing its investment in this person’s facilities. Then when the award 
is made, if the person with the facilities gets the award, no payment 
is made for rent for those facilities because the Government already 
owns them. 

Mr. Bares. Now, to sum up what the general suggested a little while 
ago, as far as the type of contracts to be used—none of them are 
sacred. 

Mr. Racusrn. That is right. 

Mr. Bares. Each of them have their place. 

Secretary Taytor. That is right. 

Mr. Bares. Depending upon the certainty or the lack of certainty 
under the particular circumstances. 

Secretary Taytor. And that is very important, sir. 

Mr. Bares. So you run the wide gamut, from the fixed-price, open- 
bid situation. 

Secretary Taytor. Yes. 

Mr. Bares. To the cost-plus-a-fixed-fee. 

(Secretary Taylor nods. ) 

Mr. Bares. And in between you have different types of circum- 
stances, where one type of bid might be pertinent or another type of 
bid might be pertinent. And all of these are considered, dependent 
upon the particular circumstances. 

General Davis. That is correct. 

Mr. Racustn. That is as concise a statement as I have heard in a 
long while. 

Mr. Vinson. Mr. Bates has summed it up very satisfactorily. 

Mr. Bates. From his point of view. 

Mr. Vinson. But nevertheless, the Department tries to make more 
incentive contracts than any other type of contract. 

Mr. Bares. Oh, no. 

Mr. Vinson. Here is the statement, right here before you. 

We find the use of such contracts appropriate where the facts and circum- 
stances do not warrant the use of a firm fixed-price contract nor a cost-reim- 


bursement-type contract. It is our view that in such circumstances the incen- 
tive-type contract is likely to yield maximum benefits to the Government. 


Then * * * 
We have urged an increase in the use of this type of contract. 


Mr. Bares. That is because they are doing so few. 

Secretary Taytor. Where appropriate. 

That doesn’t mean we want. to do that for the majority of contracts. 
We want to do it for more than we do now, because we have found it 
very effective. 
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Mr. Bares. If anything surprised me in this hearing, it was the 
percent of cost-plus-a-fixed-fee contracts. 

Mr. Racusin. That is exactly right. 

Mr. Bares. That is what surprised me. And I think, if there is 
anywhere where we ought to direct our attention, it is in that field. 

r. Vinson. It is not there more than anywhere else if the Depart- 
ment maintains a close supervision of the costs. 

Mr. Bares. We know Commissioner Coggeshall is going to catch 
them in the end anyway, regardless of what form of contract you 
make, providing it is subject to renegotiation. 

Mr. Vinson. Mr. Rivers. 

Mr. Rivers. Now, General Davis, your cost-plus-a-fixed-fee is gen- 
erally the R. & D., isn’t it? 

General Davis. R. & D. and up through at least the first production 
order, and sometimes the second or the third production order, de- 

ending on how rapidly the product is changing or how clearly de- 
ed the specifications are. 

Mr. Rivers. Now, it is clearly understandable, where you have no 
information and you are not capable of arriving at a target price that 
you have to pay somebody to grope in this area where you don’t have 
too much information. Something has to be done, and that is the 
avenue whereby you approach it. 

General Davis. It is the only way we can do business. 

Mr. Rivers. I would certainly think so. 

General Davis. In the area of research and development. 

Mr. Rivers. That is right. 

Now, I noticed in Mr. Coggeshall’s fine statement, that he referred 
to a report of the Appropriations Committee back in 1957, which 
among other things, said this: 

All estimates have contingencies. It is this area that it is difficult for the 
Government negotiator to evaluate. If the negotiator had access to the con- 
tractor’s working papers of estimates, some realistic evaluation could be made 
of the contractor’s figures. No issue, however, is ever made of this area, and 
the contractor has a tremendous advantage at the negotiating table. 

Now, you are the negotiator, aren’t you ? 

General Davis. I have been in the past. I am up on the staff at 
this point. 

Mr. Rivers. I mean AMC is the negotiator. 

General Davis. Yes, sir. 

Mr. Rivers. When I say “you,” I mean the AMC. 

General Davis. Yes, sir. 

Mr. Rivers. Isthistrue? Don’t you have access to all of his work- 
ing papers? 

Ccnarel Davis. I think the statement may be a little too broad and 
a little out of context, because we do have access to all of the con- 
tractors’ records and working papers that we need for negotiation. 

Mr. Rivers. You certainly should, because you are the initial repre- 
sentative of the Government. And if you don’t have it, where would 
we get it? 

General Davis. We feel we do have. 

AsI say, I don’t know where Mr. Coggeshall got his impression. 

Mr. Rivers. No. Mr. Coggeshall was citing this report of the 
Appropriations Committee. 

General Davis. Oh. 
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Mr. Rivers. I see Mr. Racusin agrees. 

This is not an entirely correct appraisal made by the Appropria- 
tions Committee, is it ? 

General Davis. It is not, in our view. 

Mr. Racustn. It may have been at that time, Mr. Rivers. 

Mr. Rivers. What? 

Mr. Rasustn. It may have been at that time. 

I would say that this has been overtaken by events. And as General 
Davis has pointed out, we do have access to whatever records we feel 
we need to form the basis of negotiation at the table. 

Mr. Rivers. So now you do have it? 

Mr. Racvustn. I would say yes, sir. 

Mr. Rivers. And you do have all the information necessary ? 

Mr. Racustn. Yes. 

Mr. Rivers. Let’s take another area. 

Now, it is possible—Let’s take an airplane. I am glad to see the 
distinguished Secretary has had so much experience with Curtiss- 
Wright and also Pratt & Whitney—didn’t you? 

Secretary Taytor. I had some negotiations with Pratt & Whitney. 

Mr. Rivers. Certainly you have had a lot of experience. 

You have had an awful lot with the Rolls-Royce turbojet engine. 

Secretary Taytor. That is right. 

Mr. Rivers. What about the turboprop ? 

Secretary Taytor. I was not involved with the turboprop. 

Mr. Rivers. Do you know anything about the turbofan ? 

Secretary Taytor. Yes, sir. 

Mr. Rivers. So you know a lot about this area. 

Secretary Taytor. I know these things technically. 

Mr. Rivers. Yes. I am coming to this area now. 

And it is a case in point. 

The Congress no doubt will make available money to develop a 
certain type of airplane with all the capabilities of a convertible 
configuration which could carry cargo and passengers. We call that 
a SOR aircraft. 

You are familiar with that, General Davis? 

General Davis. Yes, sir. 

Mr. Rivers. Now, this would also have capabilities in the civilian 
cargo field, if we develop a plane of the economic possibilities, that 
is, making it usable by the civil industry. 

Now, say you get the $50 million, which we hope you will get to 

start the creation of this airplane, a SOR, what would be the first 
thing you would do, when you get the money? Because the AMC 
will be the area—you will get the plane. What will be the first thing 
you will do? 
_ General Davis. The first thing that the Air Materiel Command does 
1s convene a source-selection board and then prepare work statements 
to send out to all the prospective contractors in the country and invite 
them to submit ae, er 

Mr. Rivers. That will be the first thing. 

What would be the next thing? 

General Davis. After all the prospective contractors had received 
the statement of work, we would call a conference of all these people. 
We invite them to attend a meeting, at which the operational require- 
ment is discussed in some detail and all the problems are discussed, 
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so that there is no misunderstanding on the part of the prospective 
contractors, and that they can then go home and more intelligently 
prepare their proposals. 

Mr. Rivers. All right. 

Now, what would be the following step ? 

General Davis. We would give them a prescribed period of time 
in which to submit their proposals. Then we go through a process 
of evaluating those proposals, that is, the Board. 

Once the evaluations have been completed, the Board makes recom- 
mendations to the individual commanders. The Board is made up 
of representation from the Air Materiel Command and the Air Re- 
search and Development Command and the using command, be it 
SAC or TAC or ADC, Training Command, or whatever. They 
make their recommendations to their respective commanders, with 
a complete analysis of all the contractors’ proposals. 

The commanders’ recommendations are then forwarded to Head- 
quarters, Air Force, to the Chief of Staff. They are in the Pentagon. 
And it is in the Chief of Staff’s Office where the final decision on 
the selection is made as to the contractor. 

Mr. Rivers, Then you would be directed to enter into what kind 
of contract? 

General Davis. We would not be directed as to type of contract. 
But it would be inevitably a CPFF contract, during the initial phase. 

Mr. Rivers. With all you know about the technology, and the 
cost, with the aerodynamic features of a transport cargo plane, you 
would have a cost-plus-a-fixed-fee contract there? 

General Davis. Yes, sir. 

Mr. Rivers. You would ? 

General Davis. For several reasons : 

One, there is not a contractor in the country that could afford to 
take the risk or would be willing to enter into a contract with the 
risk involved, on a fixed-price basis. 

Mr. Rivers. Then up through the operation of the first prototype, 
it would bea EERE ae Si a 

General Davis. Yes, sir. 

Mr. Rivers. Through the operation, until you get it out of the 
X stage; is that right ? 

General Davis. Yes, sir. 

Mr. Rivers. Now, let me follow it on from there. Out of the 
X stage. 

General Davis. Well, the CPFF might well go into the first pro- 
duction contract. 

Mr. Rivers. It would ? 

General Davis. Yes, sir. 

Mr. Vinson. All right. 

Now, suppose, up to that point, you wanted to bring in the incentive- 
type contract. It could come in, could it not? 

Secretary Taytor. No, we don’t put it in. 

Mr. Vinson. All right. 


Let’s take the case where an incentive-type contract would come in. 


Secretary Taytor. It wouldn’t be in this ball game. 
Mr. Vinson. All right, you are not using it in this one. 
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But take the case where you are going to take an incentive-type con- 
tract. Allright. You arrive at your target price. You try to arrive 
atthetarget price. Isn’t that it? 

rt Davis. Right. 

Mr. Vinson. That is the basis of an incentive-type contract. 

Secretary Taytor. Right. 

Mr. Vinson. There is no competition between anybody submitting 
the target price. There isnocompetition at all. 

Secretary Taytor. No. 

Mr. Vinson. That is correct. No competition. One company is 
the only one that is going to be dealt with. That is probably correct. 

Now, you don’t reach any decision as to your target price. That 
happens sometimes, doesn’t it ? 

ecretary Taytor. Yes. 

Mr. Vinson. All right. 

Now, have you any instance where the Government has ever appealed 
tothe Appeals Board in reference to the target price ? 

Mr. Racusrn. I want to take that. 

Mr. Vinson. I know of no instance. And I have just checked it 
up with Mr. Courtney’s office. I know of no instance. 

So the sum and substance of it is you accept the figure of the target 
price that the contractor sets up ? 

Mr. Racustn. Mr. Chairman, may I answer that, please? 

I assume you are talking in terms of the negotiation initially, to es- 
tablish the target price ? 

Mr. Vinson. I am talking about fixing the target price. 

Mr. Racustn. Yes, sir. 

I just want to make sure we understand one another on that point. 

Mr. Vinson. That is right. 

Mr. Racustn. As you probably know, sir, the Armed Services 
Board of Contract Appeals does not have as one of its responsibilities 
the negotiation of a contract between the Government and a contrac- 
tor. They are there to resolve disputes that may arise during the 
course of performance of a contract. 

It is conceivable, of course, that when you come to the time of re- 
determination of a contract, or the allowability of an item of cost 
under a contract, a dispute may arise as to whether or not it is allow- 
able. That is appealable, and hasbeen appealed. 

But there has been no appeal, of course, to the ASBCA to establish 
the price in the first instance. 

Mr. Vinson. All right. 

Mr. Racustn. Because that is not their function. 

Mr. Vinson. There has been no appeal anywhere, from any one 
of the departments, from the figures of the contractor in arriving at 
the target cost? 

Mr. Racustn. That is not their function, sir. 

Mr. Kirpay. There could be no appeal at that point, Mr, Chairman. 

Mr. Vinson. Oh, yes. 

Mr. Racvustn. That is correct; there could not be, sir. There is not 
a contract in being. 

Mr. Vinson. That isthe basis of the incentive contract. 

Mr. Racustn. No, sir. I take issue with you on that, Mr. Chair- 
man. 

General Davis. No, sir. 
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May I make a statement, Mr. Chairman ? 

You implied that the contractor’s cost estimate or cost proposal was 
accepted as the target. 

I would like to correct the record. This is never accepted. I can’t 
find—I don’t think our records will show any instance in which the 
contractor’s proposed price has ever been accepted as the target price. 

Mr. Vinson. All right. 

General Davis. This is subject to negotiation. 

Mr. Vinson. All right. You negotiate it. 

General Davis. It is an extensive negotiation. 

Mr. Vinson. Yousit at the table and. negotiate. 

General Davis. Yes, sir. 

Mr. Vinson. Now, you have no comeptition. 

General Davis. Correct. 

Mr. Vinson. He knows you have to buy his article or you don’t get 
the article. Therefore he fixes his target price. And you either do 
one of two things, you accept it or you try to dicker with him to get 
it reduced. And if he stands firm, you have to have the article and 
you have to pay his price. 

Now, isn’t that correct ? 

General Davis. I don’t believe—— 

Mr. Vinson. Just answer my question “Yes” or “No.” 

Secretary Tayzor. No. 

General Davis. No; it is not. 

Mr. Vinson. All right, then it is not correct. Then tell what 
happens. 

xyeneral Davis. May I correct the record ? 

Mr. Vinson. Then tell me where I am wrong. 

General Davis. Yes, sir. 

I would like to describe very briefly the negotiation process for one 
of these incentive-type contracts. 

Mr. Vinson. At the target level. 

General Davis. The contractor is required to submit his cost pro- 
posal in quite a lot of detail. 

We have already acquired for our own use audited cost figures on 
like articles that have already been produced, so we know something 
about his experience. 

We have a negotiating team, made up—the average team would be 
made up of about 15 people in the Air Force, all of them experts. 
I mean they are very good. They are better actually than the con- 
tractor’s people, by far. They have been doing this for many years. 
They have a cross section of industry and how they have produced 
over the years. 

Prior to the negotiation with the contractor this team has made up 
their own price; that is, constructed it just as the contractor would 
construct it himself. They have done this independently. 

Mr. Vinson. That is right. 

General Davis. And they consider this price good. 

Mr. Vinson. That is right. 

General Davis. In fact, they make it up so low that they think the 
contractor wouldn’t have a prayer of making it unless he did some- 
thing really drastic. 

Mr. Rivers. This is when you got from the ARDC. You are out 
of the R. & D. 
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General Davis. This is the AMC negotiators. 

Mr. Vinson. That is right. 

General Davis. Now, when the contractor brings his price proposal 
in, the negotiation begins. 

Mr. Vinson. That is right. 

General Davis. Across the table. 

Mr. Vinson. That is right. 

General Davis. Then it is our figures against his figures. 

Mr. Vinson. That is right. 

General Davis. As to direct labor hours, as to overhead rates, as to 
material costs, as to everything. 

Mr. Vinson. That is right. 

General Davis. Then we finally arrive at a target price that is 
mutually acceptable. 

Mr. Vinson. That is right. Now, when you use the words “mu- 
tually accepted,” you let the cat out of the bag. “Mutually accepted” 
is that you give ground and take his conclusions. 

General Davis. May I correct that, sir? 

I think our records will show that the target price is inevitably 
established at somewhere between what the contractor submits and 
what we thought was the lowest possible price that could be con- 
structed. 

Mr. Vinson. All right. 

Put it this way: 

y If yon don’t accept his figures and he insists, you don’t get the article, 
0 you? 

ete’ Davis. He doesn’t get the business. So it is a two-way 
street. 

Mr. Vinson. All right. You got no one else to go to. Where are 
you going to get it? 

General Davis. He wants the business. 

Mr. Vinson. He is the only one—now, he is the only one that is 
offering this article and the only one that you are dealing with. And 
if you don’t accept his price, one of two things happens: that you don’t 
get it and he doesn’t get the contract. 

So therefore, in the final analysis, he forces you, after a long dicker- 
ing—he gives and you give, and backward and forward, but he forces 
you to his conclusion. vie 

General Davis. I have been in this business many years and I have 
never been forced into that position yet. 

Mr. Vinson. It may not have been. But that is what could happen. 

General Davis. It could theoretically happen. 

Mr. Bates. But, General, theoretically that could happen under any 
kind of a contract. 

Mr. Racusrn. That is right. 

Mr. Becker. That is right. 

Mr. Bates. Whether it is cost-plus-fixed-fee, an open advertised 
bid, or an incentive-type contract. 

_ General Davis. Regardless of whether it is CPFF or anything else, 
it can happen. 

Secretary Taytor. And exactly the same words could be used de- 
scribing the Government’s position in this negotiation, as far as the 
reference that the contractor was forced to take the Government’s 
position or he wouldn’t get the contract. 








366 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


General Davis. We have been accused of that many times, I might 
add. 

Mr. Kiztpay. To educate me, why, at this point, now, where you have 
gone through your research and development, and perhaps your first 
production contract—what is it that prevents you from then having 
a fixed-fee contract ? 

General Davis. You mean to continue with a cost-plus-a-fixed-fee 
contract 

Mr. Bates. A fixed price. 

Mr. Kizpay. A fixed price. 

General Davis. You mean a straight fixed price? 

Mr. Kitpay. Yes. I misspoke myself. 

General Davis. There are several things. 

One is that there is always a certain amount of uncertainty about 
these things, because they are continually changing. Our require- 
ments change, as you know. 

The dollars are so large that few if any contractors will accept a 
fixed-price contract of that magnitude and accept the risk involved, 
unless he has it so padded with contingencies that it becomes unac- 
ceptable to the Government. 

So we have to have this bridge, something in between the CPFF 
and the straight fixed price. And that is the reason the incentive is a 
handy tool to have. 

We establish a target that is reasonable and should be subject to 
accomplishment. Then if he can beat that target, if he can save money 
and get under that, he should share in the savings, because it saves 
the Government money. But if he can’t beat it, then he assumes the 
risk of losing some of his profit, if not all of it. 

Mr. Kizpay. Could you pick out some airplane, for instance—— 

Mr. Rivers. Take the SOR. 

Mr. Kizpay. And give us the informattion as to what you did on 
the research and development, and trace it through at what point 
in the production numbers, and things of that kind, you went to the 
different type contracts ? 

General Davis. We can do that; yes, sir. 

Mr. Kirpay. I don’t know what plane—— 

Mr. Becker. Could it be done on the 105? 

General Davis. We could do it there. 

I think the longest production run we have had, that is still going, 
that made this progression, is the B-52, which is still in production. 

Mr. Kizpay. The B-52. (See app. 3.) 

General Davis. And it has been through all the stages. 

Mr. Kitpay. Am I correct in assuming that when you started with 
the B-52, you had a requirement for a plane that will go so far, so 
high and so fast, and carry so much ? 

General Davis. Yes, sir. 

Mr. Kinpay. And this is where you begin with your research and 
development contr«ct ? 

General Davis. Right. 

Mr. Kirpay. And you will trace that through for us, through re- 
search and development and through the X stage and into produc- 
tion, so that we will have at what point—Did you ever get to a fixed- 
price contract, for instance, on the 52? 
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General Davis. No, sir. Fixed-price incentive, but not straight 
fixed price. ; 

Mr. Rivers. Would Mr. Kilday yield there, Mr. Chairman, to get 
this? 

Taking this SOR was talking about. You would probably use 
an engine that was developed in the B-52. You might use the turbo- 
fan. 

Secretary Taytor. That is correct. 

Mr. Rivers. Which is out of the X-stage. 

Generai Davis. That is possible. 

Mr. Rivers. Your engine is set. 

Secretary Taytor. It isset. But it hasn’t flown. 

Mr. Rivers. I mean by the time that you get to the point in the SOR 
of your production wouldn’t it be possible to estimate that you would 
have a fixed price, or certainly a redeterminable contract somewhere 
in that production, say for 100 of them or 150? 

It would’t be cost plus a fixed fee, would it ? 

Secretary Taytor. I don’t think so. 

General Davis. It probably wouldn’t. But it would be through 
the prototype, because there are still a lot of unknowns in the business. 

Mr. Rivers. I understand that. 1 

But you would certainly get out of it quicker than say with a 
bomber. 

General Davis. We would. 

Mr. Rivers. Where these things are basic to you. 

General Davis. That is right. 

Mr. Rivers. So far as the built-in special features are concerned. 

General Davis. That is correct. 

Mr. Vinson. Let me develop this one other thought. 

If there were not on the statute books a renegotiation statute, how 
close would you dicker and fuss and fight on the position you take 
against the contractor when you are negotiating a target price? 

Secretary Taytor. I would say that wouldn’t make any change. 

Now, maybe I am wrong. 

Would you, General Davis? 

General Davis. I think that is correct. That is not a factor in the 
mind of the negotiator. 

Mr. Vinson. That is not in the back of your mind—— 

General Davis. No, sir. 

Mr. Vinson. If you are acceding to his target price? 

General Davis. No, sir, it is not. 

Mr. Vinson. That if you have made any error, it probably can be 
corrected and caught in the renegotiation ? 

General Davis. I don’t believe that has ever been the case. 

Mr. Vinson. You would not, then, be any firmer in making a target 
price if the renegotiation statute wasn’t on the books? 

General Davis. I believe not, because I believe our people are just 
as firm as they can possibly be. 

Mr. Vinson. All right. 

General Davis. Under any circumstances. 

Mr. Vinson. All right. 

Then—the contractor is just as firm as he can be. Then you have 
an impasse, don’t you ? 
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General Davis. There have been occasions where there have been 
impasses. 

r. Vinson. All right. 

And there has never been any occasion where you have appealed, 
at that stage. Therefore, there is only one conclusion to reach: the 
contractor didnt’ give in. The Department gave in, because it had 
to have the article. 

And so therefore there can’t be any escape from the conclusion 
you are at the mercy of a hard bargainer, because you must have 
the article. And you do not appeal. 

Secretary Tayxor. I don’t agree with that, sir. 

Mr. Vinson. That is exactly what it is. It may not happen that 
way, but if you are dealing with people that are as stubborn as we 
oftentimes deal with them in conference, you either will do one of 
two things: you must compromise it or you must have that mutual 
agreement, as you said. And that is a good term, “mutual under- 
standing”—or else you don’t get the article. 

Secretary Taytor. But you assume the stubbornness on the part 
of the contractor. 

Mr. Vinson. No. 

Secretary Taytor. I would prefer to say “stubbornness” —— 

Mr. Vinson. I am saying “firmness.” 

Secretary Taytor. “Firmness”; yes, sir. 

Mr. Vinson. And the correctness of his figures and the correctness 
of his position. 

Secretary Taytor. I suffered from the “firmness” of the Govern- 
ment, as my friend here knows [indicating General Davis]. 

Mr. Vinson. Mr. Bray, have you any questions? 

Mr. Bray. Yes. 

Mr. Vinson. Go right ahead, sir. 

Mr. Bray. I have been trying to figure out exactly where you 
originally started giving a contract to a concern. 

For instance, there are outfits that were very, very small, oh say, 
8 or 10 years ago, that started to go after Government business on 
a shoestring and now are doing an enormous amount of business. 
Perhaps they are very capable, or they wouldn’t have achieved that. 
But yet all of us know of instances of that kind. 

Now, assuming that you started in, say, tomorrow, and the Air 
Force wanted, let’s just say, a missile, because that is quite popular— 
they wanted a missile that would perform in a different manner than 
our other missiles. And say you laid out a specification as to what 
you wanted it to accomplish as to speed, accuracy, and distance. 

What do you do then to decide who is going to get that business? 

Now, the very nature—and I am not critical of you. You cannot 
go and advertise for bids as to who is going to start research and 
development on this missile. There are several reasons. First, it is 
secret. Second, you do not even know what the costs are going to 
be. So no one could work out a competitive—bid competitively. 

But on the research and development, how do you determine who is 
going todothat work? Just briefly. 

Secretary Taytor. I think that goes back to the source selection 
that the general described a moment ago. 

Mr. Bray. I heard him mention it there. But do you go into the 
reliability of that concern on the basis of their personnel ? 
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Sometimes you haven’t gone into past performance, because if you 
had some of them wouldn’t be in business. You started some of them 
in business some years ago that were started on a shoestring. 

But how do you determine it? On the personnel that they employ ? 

General Davis. No, sir. 

In the first place, they would have to have some proven capability 
before they would even be invited to submit a ethane 

Then, if they didn’t have a satisfactory past performance record, 
there would be little likelihood that they would be awarded the initial 
contract. 

Mr. Bray. Well, let’s say there are 10 that did have a past satis- 
factory record. Then, I understood you take them all into considera- 
tion and determine which you believe is the best equipped to do that 
job; isn’t that right ? 

General Davis. We take every factor into consideration. And one 
of these shoestring companies would not get the contract. 

I believe you are describing some situations that we have seen hap- 
pen where an aggressive young company manages to produce a better 
mousetrap on its own and sells it successfully, or they start out as a 
subcontractor to a prime contractor who has one of these systems 

Mr. Bray. I bet you I could think of an instance. It is probably 
a subcontractor. 

General Davis. And they gradually grew up, until they built their 
ww to compete for these more complex missiles you men- 
tioned. 

But I can think of no instances in which a shoestring operation 
— got a prime contract at the outset, except possibly during World 

ar II. 

Mr. Bray. Some of them are subcontractors. And I am not going 
into it, because that is water over the dam. 

Now, assuming one of those concerns had a Government building 
and the other did not, you are not in any competition as to bid amount 
because you do not know the amount. 

How, then, do you consider which shall get the contract; that is, 
the company that owns its own building or one who is operating with 
the Government building? 

General Davis. As I pointed out a moment ago, that is only one of 
many, many factors. And this comes to play only in considering the 
price. 

Mr. Bray. You are not considering price here. There is no price 
involved yet because you do not know what it is going to cost. If 
you did, you would use a different kind of contract. 

General Davis. Well, the requirement for facilities on an initial 
development contract is certainly a factor. And if he is going to re- 
quire us to give him Government facilities, this is a strike against 
him, so to speak, especially when there are other people proposing who 
have their own facilities to do the job. 

Now, if there are some of the proposers that have Government 
facilities already in hand—— 

Mr. Bray. That is what I mean. 

General Davis. On their proposal, then this, as I said, is only one 
small factor. 

But. if everything else could possibly be equal between two com- 
petitors and one had a Government building and the other did not, I 
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would say the man who had his own facility would win the competi- 
tion. 

Mr. Bray. Well, now, I understand the logic of that. 

But also here, I happen to be on the Real Estate Subcommittee of 
the Armed Services Committee. And we meet often and give the OK 
for the sale of hundreds of millions of dollars of property. And we 
are faced with the situation where at one time you thought you wanted 
them and now you don’t have a need for them. 

That is, if you make any arbitrary decision not to use the man who 
already has the Government facilities, that certainly is unfair to the 
Government, isn’t it ? 

Secretary Taytor. I think you are speaking of something a little 
different. 

If the new proposer requires facilities — 

Mr. Bray. No. I am talking about the situation where he is al- 
ready using the Government facilities there. 

Secretary Tayior. He already has the facilities? 

Mr. Bray. That is right. 

Secretary Taytor. And the other person who is bidding against 
him does not require any facilities from the Government ? 

Mr. Bray. Yes. 

Secretary Taytor. That would be the situation you are talking 
about ? 

Mr. Bray. Yes. 

Secretary Tayzor. He has all his own, and this one has all the Gov- 
ernment’s ? 

Mr. Bray. Or using some Government facilities. 

Secretary Taytor. Well, his facilities are complete, including what 
the Government has furnished him ? 

Mr. Bray. That is right. 

Secretary Taynor. Yes. 

Then the one who owns all the facilities for doing the job himself 
would have a preference. 

Mr. Bray. That is why, every time we meet, we are distributing, or 
ordering sold, a great many hundreds of millions of dollars of facili- 
ties of the Government for facilities that you previously placed in 
their hands. 

Secretary Taytor. That is correct. And that is because these other 
people have equivalent facilities to do the job. And the Government 
is getting out of the business of supplying facilities. 

Mr. Bray. After all, it is only money we are losing. I guess that 
is all right. 

Then, assuming this company already—I mean you gave it the busi- 
ness for this new missile, and it starts working on that, and it is purely 
a cost-plus-fixed-fee—it would have to be by its very nature, wouldn't 
it, at the very beginning ? 

Secretary Taytor. Yes. 

Mr. Bray. Then they know that later on they will have an oppor- 
tunity for another kind of contract. 

Now, you talked about an incentive-type contract. That man cer- 
tainly, or that concern certainly, would not have an incentive to cut 
all the corners and save you all the money if they knew that 2 years 
from now or a year from now or 3 years from now that they are going 
to start in and have a chance for an incentive-price contract. 
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Secretary Taytor. That is exactly why we don’t want to stick to 
cost-plus-fixed-fee over this long period. Because he does not have 
the incentive to bring his costs down until he gets onto an incentive 
contract. 

Mr. Bray. I know. But the fact of the matter is he has an incentive 
to be very costly you know, during those years. Because then that is 
going to guide him to the target he is going to have. ; 

It gives him every incentive to be expensive in his dealings with the 
Government, until he has a chance—I want to give just a little example 
of that. 

Years ago, I observed in the factory you could speed up the machines 
or slow them down by slipping in one pulley in place of another. 
And when the efiiciency experts—and they weren’t very smart—came 
around to time the fellow, he had the machine set slow, and then as 
quick as the rate was fixed, he speeded up the machine. That is just 
the old American way. But right there, again, you are encouraging 
that person, when you move from a cost-plus-fixed-fee into the incen- 
tive-type contract 

Mr. po That is right. 

Mr. Bray (continuing). You are encouraging that person to hook 
the Government every chance they have, when they move into the new 
contract. You are doing exactly like the man who speeds up the 
machine. 

Mr. Vinson. You are encouraging him. And you are encouraging 
him to have a high target price. 

Mr. Bray. Sure. 

Secretary Taytor. No. 

Mr. Vinson. In that connection, let me recall to you that it is not 
a one-way street. 

Now, the general stated he had cases where there was a saving to 
the Government. But the other viewpoint would be that the large 
saving is a reflection on the carefulness with which the negotiators 
reach the target price. 

So the more you show that you have saved the Government, the more 
it reflects upon the Department in reaching a decision as to the target 

rice. 

General Davis. I realize that.. 

Mr. Vinson. Yes. . 

General Davis. To some degree. 

Mr. Vinson. That is right, exactly. 

Now, when you come in here and show that there has been a saving 
in a contract by a reduction of the target price of $1 or $2 million, 
then the other construction to put on that is there was a little laxity 
on the part of the negotiators when they made the target price. 

Now, it applies both ways. You can’t give all the credit to the 
negotiator. 

eneral Davis. You could make that assumption. 
Mr. Vinson. In making the contract, it is going to reflect upon 





you officers if 
Mr. Rivers. You can’t have your cake and eat it. 
Mr. Vinson. That is right; you can’t have your cake and eat it. 
Mr. Bares. You see, General, what you could have done, in Mr. 
Bray’s instance, is continued to pay that exorbitantly high rate. 
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General Davis. Sure. 

Mr. Bares. Or go into the incentive. 

Secretary Taytor. And speed up the machine. 

Mr. Bares. And in any event, you again at least 80 percent of the 
savings. 

Secretary Taytor. That is right. 

Mr. Bates. Otherwise, it would have continued at the old rate. 

Secretary Taytor. That is right. 

Mr. Bray. I see the possibility that Mr. Bates is pursuing. 

But here, if he didn’t know that he was going to have a chance to 
move into that other field, there would not be the incentive for him 
to start to build up a‘high cost during the period before he went 
into the incentive-type contract. 

Secretary Taytor. He would just leave the machine slow all the 
time. 

Mr. Bray. No, he probably would have set the machine at the right 
speed earlier. You see, there is a danger, tome. Where you allow 
him to make a base, that is, when you allow him to make a base by his 
performance and then move into a new type of contract, you certainly 
encourage him to make a high base, as he 1s it. 

Secretary Taytor. That is always so with a cost. plus fixed fee. 

General Davis. Mr. Bray, I think I should say one thing in regard 
to your line of questioning. 

Your statement is certainly true, that this could happen. 

But fortunately, in American industry today, that situation isn’t 
prevalent, because there are a lot of other incentives that manage- 
ment has to produce efficiently. We have a very competitive situation 
in this country, in industry today. Each of these men have boards of 
directors. They have their own management checks and balances, 
that makes them produce, to some degree, as well as they can, be- 
cause they are competing among themselves, not only for this product 
but, as managers, they are competing on how well they perform. If 
they run their price up and overrun their cost-plus-fixed-fee esti- 
mates—for example, instead of coming out with a 5-percent fee, they 
are liable to come out with a 1-percent fee—then the board of directors 
takes a dim view of this fellow the next time the voting takes place. 

So there are other built-in incentives in the industrial system of 
this country. 

Mr. Bray. J realize that. 

Now, I am not on the investigating committee. I have talked to 
members about that, and have read stories of what came out of their 
hearings, which later, frankly, discouraged me about certain phases 
of this contracting. 

But I am pointing out what, to me, is apparently a danger in the 
program. And we are certainly spending an awful lot of money. 

General Davis. It is certainly a situation that could obtain. It 
could happen. I just don’t believe that it does. It is not very 
prevalent. Because, first, our people in industry are basically honest 
to start with. We have to make that assumption, or we couldn’t do 
business. And there are so many other checks and balances that I 
don’t believe anyone, intentionally, or fraudulently tries to increase 
their prices during the cost-plus-fixed-fee period, in order to establish 
a high target for the incentive period. 
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I hope and trust that there are not very many people like that in 
industry, and I haven’t found many of them in the many years I have 
been doing business. 

Mr. Vinson. It may not be prevalent, but the incentive business is 
profitable. 

And any man making an estimate is going to be sure that he is on 
the safe side in making the estimate. That is commonsense. 

General Davis. And we can recognize those contingencies. We 
are just as good at pricing as he is. 

Mr. Becker. Mr. Chairman, are we moving along the committee 
members? 

Mr. Vinson. Yes, sir. 

Mr. Broker. Who is next ? 

Mr. Vinson. Mr. Lankford, have you any questions? 

Mr. Lanxrorp. Yes, sir. I just would like to get one thing straight 
about the use of Government facilities. 

Now, you say that it is your policy to use non-Government facili- 
ties whenever possible; is that correct? 

Secretary Tayzor. Yes. 

Mr. Lanxrorp. Despite price? 

Secretary Taytor. Not quite despite price. 

Mr. Lanxkrorp. Well, then, you are not following the Bureau of the 
Budget’s directive, are you? 

Secretary Taytor. Yes; we are following the Bureau of the Budget 
directive. 

Mr. Lanxrorp. The Bureau of the Budget directive says, in effect, 
that you should use private industry’s facilities, except when the price 
differential is so great that you can’t justify it. 

Secretary Taytor. That is right. 

Mr. Racustn. Disproportionately large, is what they said. 

Mr. Lanxrorp. That is exactly it. 

Secretary Taytor. Yes. 

Mr. LanKForp. So actually, you are not really following the Bureau 
of the Budget directive? 

Secretary Taytor. Yes, we are following the Bureau of the Budget 
directive. 

Mr. Lanxrorp. Unless the spread is so great that you can’t justify it, 
then you will use private business. 

Secretary Taytor. We give the person who does not have the 
Government-furnished facilities a premium, or give the other fellow 
a penalty, to bring them out on an equal basis, so that the proposal 
is on an equal basis—as though they both were equipped with the 
same kind of facilities. 

Mr. Lanxrorp. Isn’t the net effect of that to just write off the 
investment that the people have in these facilities? 

Secretary Taytor. It is that effect in awarding the bid. 

It is not that effect in the actual cost to the Government, because 
the Government doesn’t pay this 





Mr. Lanxrorp. But we have an investment we are not getting any 
return from. That is the policy that has been stated. 

Secretary Tayzor. Yes. 

Mr. Lanxrorp. Now, let me ask you one other question, Mr. 
Secretary. 
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I have had two or three people come to me, of small research and 
development companies, saying that they have trouble getting on the 
bidding lists, I guess you would say, that is, that they have had trouble 


getting a chance to submit bids for research and development. con- | 


tracts. I am talking about the smaller ones. 

Secretary Taytor. Yes. 

Mr. Lanxrorp. What sort of procedure do you have in your procure- 
ment practices, that is, what sort of procedure do you follow to give 
these companies, who might have really something to offer, a chance 
to get into this business? 

Secretary Taytor. We are very diligent about asking people to bid. 
And we go through a lot of procedures. 

Maybe Mr. Racusin can give you the answer. 

Mr. Racvustn. Mr. Lankford, if we are talking about the research 
and development area—I assume that is what you are talking about. 

Mr. Lanxrorp. Yes. 

Mr. Racustn. As distinguished from bidding for supplies. 

Mr. Lanxrorp. Yes. 

Mr. Racustn. Headquarters, Air Research and Development Com- 
mand, here at Andrews Field, is very diligent in its efforts to search 
out additional sources of scientific capacity and ability. 

And I would recommend that these people who come to you submit 
their request to Headquarters, Air Research and Development Com- 
mand, to be given an opportunity for participating in this program. 

There is a regular brochure that is sent out, a regular form, which 
they fill out, indicating their capacity, their skills, their background, 
their interest in future programs of specific kinds. 

Mr. Lanxrorp. Well, usually they have done this before they come 
to me. And I don’t feel that it is the function of a Congressman to 
use his efforts to have them placed on the list. 

But you say there is a practice to give these smaller companies 
business. 

Mr. Racustn. Absolutely. 

Secretary Taytor. I think probably what happens is they are reach- 
ing out and they want to be considered for something that, maybe, 
is a little outside of what they have been doing before, and they are 
disappointed when it doesn’t happen that way. Not necessarily, but 
there might be a tendency that way. 

Mr. Lanxrorp. Frankly, I don’t recall any who have had any deal- 
ings with the Air Force in this particular respect. 

Secretary Tayior. Yes. 

Mr. Lanxrorp. But the chances—I mean the feeling, that I have 
gathered from them, is that they are not given a chance to show or to 
tell what they can do. 

Secretary Taytor. We make a big effort to have them do that. 

Mr. Lanxrorp. As I say, I don’t remember any specific instances 
involving the Air Force. 

Now, I was interested in your statement about your having con- 
ferences with industry to try to bring the prices down. 

In this, what did you do? Get together and say, “Now, look, fel- 
lows, let’s hold the prices down as low as you can,” or did you try to 
point out to them specific practices that you felt could result in lower 
cost to the Government ? 
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Just how did these conferences go? ' 

Secretary Taytor. We were just attending one of these yesterday, 
on the day before yesterday, in which industry was discussing its 
responsibilities in subcontracting. 

You see, when industry does subcontracting under a weapons system 
situation where the major contractor has the responsibility for the 
weapon, industry has to take over some of the responsibilities of 
Government in getting better prices and better procedures for evaluat- 
ing their subcotractors. 

In other words, their source-selection procedure has to be refined the 
same as our source-selection procedure has been refined, 

And they were asking for assistance, for Government assistance, and 
for instruction and for information to help them improve their source- 
selection procedures and negotiating procedures with their subcon- 
tractors. 

And that was one of the major topics of this meeting with industry, 
just the day before yesterday. 

Mr. Lanxrorp. Well, now, you spoke of the first-tier subcontractors. 

Do you have any criteria that must be followed beyond the first tier ? 

Secretary Tayor. The same thing goes on down. 

Mr. Lanxrorp. Does it go all the way down the line? 

Secretary Taytor. Yes. 

me. Lanx«rorp. All the criteria is the same all the way down the 
line? 

Secretary Taytor. The criteria goes all the way down; yes. 

Mr. Racustn. One of the things we have been reviewing, Mr. Lank- 
ford, 7 that very point, that this doesn’t stop at the prime or the first- 
tier sub. 

We are trying to emphasize to them that this goes all the way down 
as far as we can possibly go. 

Mr. Lanxrorp. You are trying to emphasize that. What can you 
do to see it is followed ? 

Mr. Racustn. We have what is called secondary contract adminis- 
tration. 

In other words, we farm out to additional Air Force offices charged 
with the responsibility of administering, lower tier subcontracts, to 
bring to bear, to those at a higher level, information that they have 
gleaned in the course of performance of a contract and the develop- 
ment of cost information and the like. That is one of the ways that we 
are trying to do this. 

Mr. Lanxrorp. You do have supervision, then, on the lower level 
contracts. And you don’t just stop at prime and the first-tier sub 
and say, “Look, fellows, I hope you carry this out down the line.” 

Mr. Racustin. Of course, there are practical limits beyond which 
we can’t go, by limitations of personnel and otherwise. 

We can’t possibly go to the very lowest tier sub. 

We try to concentrate where most of the dollars are located, even 
below the first-tier sub, yes. 

Mr. Lanxrorp. That is all. 

Mr. Vinson. Thank you very much. 

Mr. Becker. Mr. Chairman. 

Mr. Vinson. Mr. Becker. 

Mr. Becker. Mr. Taylor, you are only in the Department a year? 
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Secretary Taytor. Yes, sir. 

Mr. Becker. One of the things that always strikes me is why is it 
that something has to happen always in this area, for somebody to 
come in and adopt some new regulations to try to correct something? 
Why aren’t these things done as you move along, and the errors found 
out, as pointed out by the Comptroller General. Why do they always 
have to happen in the command, that these things happen and they 
become public knowledge and they come before the committee in some 
way, and then some regulations are put into effect? Isn’t there some 
check or some group to follow these things along, always? 

Secretary Taytor. Mr. Becker, I think that is a good question. 

In other words, when you look at this thing at any particular peroid, 
you say, “Why wasn’t it developed completely back here, and why 
don’t we have a better base back here?” 

This thing is a moving thing. The problems keep changing. We 
have been moving from one kind of an industry to another kind of 
an industry. 

Mr. Becker. I understand, Mr. Taylor. 

Secretary Taytor. Yes, sir. 

Mr. Brecker. I don’t want to interrupt you, or be unfair. But 
in this data relative to the armed services procurement matters—I 
don’t know whether you have seen it. 

Secretary Taytor. No, I haven't. 

‘ Mr. Becker. But there are criticisms of the Comptroller General 
ere. 

Secretary Tayior. Yes, sir. 

Mr. Becker. These aren’t spot things. These are conditions that 
are happening all the time, apparently from the types of criticism 
that are here. 

Now, surely, if you had the proper estimators and auditors in your 
Department, these things should be corrected, without being exposed 
in this manner. And they would be in any business firm. 

Secretary Taytor. The Comptroller General has the advantage of 
reviewing the contract after it 1s completed, and he has the advantage 
= the contract in which we have probably done our worst 

ob. 
"We are always going to have some of them, I am perfectly certain of 
that. 

We make a very great effort to do this thing the best we possibly can. 
But there are, in a moving situation like this, where the whole tech- 
nique is changing, plenty of chances of error, And we make some 
of them. There is no doubt about it. 

Mr. Becker. You have in your recommendations, right here, cer- 
tain changes that it would seem to me should have been ‘in effect a 
long time ago, from the standpoint of the criticism of the Comptroller 
General. It is nothing new. 

These are not new criticisms. I mean, these are things that have 
been going on for a long time. 

I can’t quite put my finger on you, Mr. Taylor. And I am not 
intending to. ' 

Secretary Taytor. I just didn’t want to say, “I wasn’t here.” 

Mr. Broker. That is why it makes it difficult for you to answer 
these questions. I know. 
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Secretary Tayxor. I saw a whole group of the Comptroller Gen- 
eral’s criticisms a year ago, which were based on history that was sev- 
eral years old at that time. 

We immediately moved in, to try to do something about it. 

Some of the actions had already been taken. I don’t claim credit 
for those. The action had already been taken, even before the re- 
port was written. But the report was a complete document on a 
complete situation, which necessarily meant that it was something in 
the past. 

ke I say, some of the actions had already been taken. 

Now, why we are not better than we are, is a very difficult question 
to answer in any field. 

Mr. Becker. Then this should be put to General Davis. 

Because from his statement, he has been there a long time. 

Why aren’t these recommendations sent up, General, to the Secre- 
tary, to see that regulations are made constantly to correct these 
situations ? 

General Davis. I believe the record, particularly the Congressional 
Record, will show that these things are continually taking place. 

Mr. Taylor just started out to explain that this business is dy- 
namic—it changes from year to year. The complete complexion of 
the Defense Department business changes. And you put out one 
little fire here and get it under control, and another one comes up 
over here. 

So it is a continual situation of fighting fire. It is trying to doa 
better job. 

In the many years that I have observed it and been in it, we are 
constantly improving. But the situation changes so you have to 
change your procedures, your policies, and so on. 

Mr. Becker. Mr. Chairman, one other question. And I failed to 
ask this yesterday, Mr. Chairman, because you made quite a point 
of incentive-type contracts. And Mr. Coggeshall put in the record 
some contract where a profit was made of some 71 percent, on the 
incentive-type contract. 

Have you ever had that happen in the Air Force, where that devel- 
oped through renegotiation te the Board, where it affected the Air 
Force, with a 71-percent type of profit, or 71 percent of profit? 

‘. — Davis. No, sir. I think you are referring to the figure that 

e used— 

Mr. Vinson. On cost-investment of the company. 

Mr. Becker. On cost investment of the company, yes. 

Mr. Vinson. Net worth. 

Mr. Becker. On the basis of net worth, 

General Davis. Yes, sir. 

I would like to answer that this way : 

The 71 percent return on net worth is a little misleading in that 
particular statement, because he picked out, as he said in the statement, 
a few contracts from a few contractors in those situations where 
they did make extraordinarily large profits, and excluded all the 
years in which they did not make any profits or any excessive profits 
or lost money, and obviously this distorted that figure. 

I am quite sure that you will find statistics to show that, for the last 
4 years, the profits in the aircraft industry, both as related to sales 
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and as related to net worth, have dropped continuously year after 
year. And I don’t believe that the average now of the industry is 
in excess of 9 or 10 percent on net worth. 

Mr. Becker. Now, in relation to 1 percent on net worth, does anyone 
ney how this would reflect as to what we would call in business net 

rofit ? 

General Davis. Well, it is expressed as a percentage of sales. 

I believe he gave it in his statement ; did he not ? 

Mr. Becker. I have forgotten. 

Mr. Vinson. Well, the proper way is always to base it on net worth. 

Mr. Bares. No. 

Mr. Vinson. Net worth and sales are to be used together. 

Mr. Brecker. No; that is what I am getting at, Mr. Chairman, how 
is this related to net profit on sales, as against profit on net worth? 

Secretary Taytor. If the Government is furnishing the equipment, 
the profit on net worth will, by definition, be high. 

Mr. Becker. That is right. 

Secretary Taytor. Now, in this case, where the Government was 
furnishing the equipment—and I believe he said that in his state- 
ment—the profit on net worth will necessarily be high because the 
company hasn’t put much money into the equipment. 

(Mr. Becker nods.) 

Secretary Taytor. So, by definition, you must have a high profit 
based on net worth. Based on sales, it is a different matter. Rnd I 
think the amount based on sales was what? 10 percent ? 

Mr. Racusrn. Well, Mr. Becker, actually, his figures represented 
only 914 percent of the total business reported to the Board over these 

ears. 
. But, it was testified here last week, the average profit on the total 
business, $2714 billion, reported to the Board in fiscal year 1959, was 
4 percent on sales. 
hat is a very important point to get in here. Because we are 
talking now of the total renegotiable business reported to the Board, 
by their own figures. 

Mr. Becker. I am not trying to defend it. 

Mr. Racustn. Yes. 

Mr. Brecker. I am just trying to get the record clear, as to just 
what this is in terms of net profit and what it is related to today, as 
against 4 or 5 or 6 or 7 years ago. 

Mr. Racvusin. Well, more important, too, Mr. Becker, as Mr. Tay- 
lor just indicated: The very area that the Board has indicated here 
by way of example, namely, 25 contractors—it represents the kind of 
items which of necessity requires Government assistance in the form 
of facilities. They represent airplanes, missiles, and other complex 
items that are subject to rapid developments in technology. 

And. the facilities and special production equipment required for 
such items generally do not attract private investment. 

Obviously, you are going to have a high return, as expressed as a 
percentage of net worth, in those cases. That is the very field we are 
talking about. 

Mr. Becker. That is right. 

Mr. Racustn. And the reported high percentage of net worth is 
not attributable, per se, to incentive contracts, either. : 

Mr. Becker. Right. 
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Mr. Vinson. In that connection, point out how the Government gets 

any benefit from its capital investment. 
r, Racustn. Sir? 

Mr. Vinson. To follow it on out, now, point out how the Govern- 
ment gets any return on its capital investment. 

You are talking about how the capital is hesitant about putti 
money in this type of business, and the Government had to step in an 
put in the money. 

I want you to now point out how the Government gets any benefit 
from its capital investment. 

Mr. Racustn. By having this contractor willing to undertake the 
performance of a contract, even in those situations, Mr. Chairman. 

Otherwise, we are faced with what I think might almost be a hope- 
less situation. These contractors will not ordinarily, of their own 
violition, furnish facilities in the performance of a contract that has 
so much risk attendant upon them. 

But they are willing to do so, however, where the Government does 
extend to them facilities for the performance of these high-risk 
contracts. 

Mr. Vinson. Where does the Government get any return from its 
facilities as extended to this hesitant contractor ? 

Secretary Taytor. It gets the product that it needs. 

Mr. Racustn. That is right. 

Mr, Vinson. What is it 

Secretary Taytor. The product that it needs. 

Mr. Vinson. All right. 

In reference to price, it gets the product it needs. And there would 
be no hesitancy on the part of private industry, if they knew that the 
Government needed certain projects, or products, to go ahead and 
provide the facilities to produce in, would it? 

Secretary Taytor. Oh, I think so. 

Mr. Vinson. All right. 

Secretary Taytor. These facilities are extremely expensive. 

Mr, Vinson. You pointed out—then the Government has to have 
some investment in it to get a business concern interested in it. 

Now, point out where the Government and how the Government 
gets a return from its capital investment. 

Secretary Tayxor. It doesn’t get the product if it didn’t make the 
capital investment. 

r. Vinson. What? 

Secretary Taytor. It would not get the product if it didn’t make the 
capital investment, because industry is not in a position to take that 
much risk. 

Mr. Vinson. Then, the only thing the Government gets from the 
capital investment, is the product ? 

ecretary Taytor. The only thing that the Government gets is its 
defense requirements. 
_ General Davis. At a lower price, because of the lack of deprecia- 
tion charges. 

Mr. Vinson. Is that all, now? 

Mr. Racustn. It does not have in that price, Mr. Chairman, a 
rental factor that might otherwise be hotel to it if private industry 
had to furnish those facilities. 

55096—60———25 
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Mr. Vinson. Then that is what it gets. 

Mr. Racustn. Yes, sir. 

Mr. Vinson. It gets two things. Now I want the record to show 
that. This is your answer, that it gets the article that the Govern- 
ment needs, and it saves the rent, is that it ? 

Mr. Racusin. Right. 

Mr. Vinson. The cost of the rent against the article? 

General Davis. Right. 

Mr. Vinson. Just put it in the record, and you just write out what 
the Government gets for its capital investment. 1 want it in the rec- 
ord from your mouth. 

Mr. Racustn. It would avoid having to pay, for example, such 
factors as depreciation which would be included in the base upon 
which profit would ordinarily be charged. It doesn’t have rent to 
include in there. It doesn’t have insurance. It doesn’t have certain 
taxes. All of these, I think, have a cumulative effect of reducing the 
price to the Government overall. 

Mr. Becker. What it does have—but in the final analysis, with 
the Government’s investment, there is a cost. 

Secretary Taytor. The Government had to put the money in for 
the investment. 

Mr. Brecker. Absolutely. The investment is there, and the money 
isthere. And it should be charged. 

Mr. Racvusty. In evaluating for comparison purposes, when we 
take a man who does and a man who doesn’t, this is what we are 
confronted with, Mr. Becker. — ; 

Mr. Brcxer. Exactly. The taxpayers have their money invested 
in this. They have paid taxes, for that money, and it should be 
included. 

Mr. Vinson. Now, members, we can’t finish this morning because 
Mr. Courtney and the staff have some very important questions. And 
I want to read this statement more carefully. 

I have a great many more questions I want to ask. So we will 
just have to ask these witnesses to bear with us and come back 
cogs morning at 10 o’clock, at which time we hope to finish 
them. 

And at the same time, Mr. Courtney, invite the Comptroller Gen- 
eral to come up here tomorrow morning. 

Mr. Courtney. Yes. 

Mr. Vinson. Thank you, Mr. Secretary. 

We will see all of you tomorrow morning. 

Thank you very much. 

(Whereupon, at 11:53 a.m., the subcommittee adjourned, to recon- 
vene at 10 a.m., Thursday, May 5, 1960.) 
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THURSDAY, MAY 5, 1960 
ch 
on Houser or REPRESENTATIVES, 
to CoMMITTEE ON ARMED SERVICES, 
in SpectaL SuBCOMMITTEE ON PROCUREMENT PRACTICES 
he F IN THE DePARTMENT OF DEFENSE, 
Washington, D.C. 
th The subcommittee met at 10: 07 a.m., Hon. Carl Vinson (chairman) 
presiding. 
val Mr. Vinson. Let the committee come to order. 
This is a continuation of the hearing with reference to the sub- 
Y | ject matters that have been before the subcommittee for the last 2 
or 3 days. 
ve Now, General, yesterday I asked you to put in the record the in- 
re | stances and the cases w here, by the incentive contract, the target 


price was less, as a result of the production of the articles at the 
d | endof it, than it was at first. 


e | General Davis. We have that for the record ; yes, sir. 
Mr. Vinson. All right. 
a Are you able to state how much of that reduction was due to any 


id } one particular factor ¢ 
General Davis. I didn’t understand the question, Mr. Chairman. 


I Mr. Vinson. Are you able to state how much of a reduction was 
Kk due to efficiency and how much was due to any other factor, or are you 
h just using the total ? 

General Davis. It is very difficult, Mr. Chairman, to state with 
i any degree of accuracy exactly how much of the underrun was due 


to efliciency. 
However, we are very confident of our pricing of the target. So 

we feel that the major ‘ity of the under runs, or the savings, are at- 
tributable to efficiencies caused by the incentive provisions of the 
contract. 
I- Mr, Vinson. Now you have the record there ? 

General Davis. Yes, sir; I do. 

Mr. Vinson. Will you let me see it, see the record there, to see what. 

* some of them show ? 

(General Davis hands record to Mr. Vinson.) 
Mr. Vinson. Put it in the record. 
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(The chart follows :) 


Summary of Air Force prime incentive contracts finally settled during period 
Jan. 1, through June 30, 1959 — 
umoer 0 


Contractors contracts 
Boeing, Seattle 
Boeing, Wichita 
Cessna 
Convair, San Diego__ pales 
Curtiss-Wright_______- ae 
Douglas Aircraft, Long Beach 
Douglas Aircraft, Santa Monica 
Erco Division, ACF 
nn NR, CRIN | INO, ois ieee nenanasedbdmimanneineaiomiou 
Fairchild Engine & Airplane Co__-- lines 
Ford Motor, Aircraft Engine Division 
GH, Evandale 
GBH, West Lynn 
‘General Mills, Minneapolis 
General Precision Labs 
Grumman Aircraft & Engine 
EN Se as Se ee eee aio errs 
Hughes Aircraft Co., Tucson 
Link Aviation 
Lockheed, Burbank 
Lockheed, Marietta 
Martin, Baltimore 
McDonnell__ ue ae 
North American, Los Angeles__-_-_- 
North American, Columbus 
Northrop. a Paty a 
RCA, Camden 
Republic Aviation. __- inci 
eens BSvOrete 25 os oc eue 
Westinghouse Airbrake 
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Summary of Air Force prime incentive contracts finally settled during period 
Jan. 1, 1959, through June 80, 1959 











































































































Number of | Number of | Total nego- 
Contractor contracts cost} contracts | tiated target 
overrun cost under- cost 

run (thousands) 
Boeing, Seattle _ .. 2 5 $837, 120 
Boeing, Wichita. - Ss 2 7 1, 417, 309 
OR: counudieeesctnaie (1) 1 20, 278 
Convair, San Diego. a . 2 218, 701 
Curtiss-Wright. - - i 1 4,291 
Douglas Aircraft, Long Beach... . 4 212, 156 
Douglas Aircraft, Santa Monica 1 5 10, 125 
Erco Division, No) Ra eae seein peg ae YT el ene! 1 1, 225 
Fairchild Camera, Syosset, N.Y .. 1 373 
Fairchild Engine & Airplane Co_....... 1 57, 432 
Ford Motor, Aircraft Engine Division 1 231 
GE, vo case 1 250, 493 
GE, Wert LIOR. -.nnsecs es as 2 816 
General Nii REI RS, CIE CLE TEER 1 251 
General Precision Labs. -..........-.- wosiae on 1 , 824 
Grumman Aircraft & Engine. . 1 1 20, 385 
NN 9 EE EEE EEE LES | TERE, ae 1 (1) , 537 
Hughes Aircraft Co., Tucson- - 2 2 35, 705 
Link Aviation _. io 1 1 , 172 
Lockheed, Burbank. .... 3 S 124, 587 
Lockheed, Marietta....- 2 , 800 
TET a nisin scat gharnidoanbeosnhh nokdencddiaiebamanelinn te chedundieics 3 337, 959 
McDonnell. ._..........- T hintetacestatea 100, 129 
North American, Los Angeles... ......-..-......------+------ 2 5 637, 649 

Worth American, Oclumipus. . ....-.eccccccnccancececaceocun- 4 9 188, 36 
Northrop - ewe 4 209, 851 
RCA, Camden_.-........ 1 13, 593 
Republic Aviation...... 2 4 946, 665 
Temco Aircraft. -. 1 8, 609 
Westinghouse Airbrake a ee 2, 895 
GS ey ee een ee ee Se 27 76 6, 316, 528 

1 Even 
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Summary of Air Force prime incentive contracts finally settled during period 
Jan. 1, 1959, through June 80, 1959 





Net difference between 
negotiated target Percentage 
and actual costs 

Contractor (thousands) 





Overrun | Underrun | Overrun | Underrun 





NNR Bilis ido canes icasutechecseacceane Ft Re - 
I Ueccosemwe 
SE RSs rok oentnadccesubouustcucuec 
Convair, San Diego__.__.--_- 
Ourtiss-Wright............... 
Douglas Aircraft, Long Beach 
Douglas Aircraft, Santa Moni 
Erco Division, ACF __._._._____ _ 4 
Fairchild Camera, Syosset, N.Y... ...........-....---- 
Fairchild Engine & Airplane Co______............-.-.. 
Ford Motor, Aircraft Engine Division. -............__- 
tee ek Cccpwasbamceneeupce lal ids aeaenael 
i lac ok iaenenarcnsaceunacece 
General Mills, Minneapolis. ................-.-.-.----- 
a,  cbweemnvcsuscas 
Grumman Aircraft & Engine_...._..............-_-.-.- . ¢ 8, RENNER. 
coe ecwmenme 145 ie Inachanthenel 
Eee Airerels Oo., ‘Tucton.................222..22 2. : 
Link Aviation. -..........- 
Lockheed, Burbank... 
Lockheed, Marietta 
Martin, Baltimore- --- 
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1 CPIF contract. 

2 Includes 2 CPIF contracts. 

3 Includes 1 CPIF contract. 

4 Sharing arrangements on incentive contracts generally range from 95/5 percent to 75/25 but the 80/20 
share predominates. 


Mr. Vinson. Now why isn’t this statement correct with reference 
to it? 

Now on 103 contracts, they overrun on 27 and underrun on 78; 
isn’t that correct ? 

General Davis. Yes, sir. 

Mr. Vinson. Now let’s see the next item. Total negotiated target 
cost was $6,316 million. Now the underrun was $219,703,000. 

General Davis. That is the net underrun. That takes into account 
the overruns, sir. You notice the column marked “Overruns” is sub- 
tracted from the column marked “Underruns.” 

Mr. Vinson. Then, by the incentive—it means this, then: By the 
incentive contract, having been entered into in these companies, total- 
ing $6,316,528,000, then you state by the incentive-type contract, the 
Government secured the articles for $219,703,000 less than the target 
price? 

General Davis. That was the amount of the underrun. 

Mr. Vinson. That is right? 

General Davis. That is right; yes, sir. 

Mr. Vinson. That is right. All right. And you attribute that to 
a saving. 

General Davis. Yes, sir. 
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Mr. Vinson. Now is this statement correct—now this is a statement 
from the Chairman of the Renegotiation Board: 


In a typical— 
and I am reading from page 11— 
in a typical contract of this type— 
talking about the incentive contract— 
a tentative target cost— 
that is what runs through my mind as the billing cost— 
is established when the contract is first negotiated. The final target— 
which contract the Army doesn’t use— 


cost is negotiated at a later date, after a portion of the contract has been 
performed, and is based upon already incurred costs and estimated future costs. 
A target profit is also negotiated, representing the reward deemed reasonable 
for performance of the contract if the target cost should prove to be the actual 
cost. The target price is the sum of the target cost and the target profit, and 
this price is applied both retroactively and prospectively to all units delivered 
under the contract. If the final cost of performing the contract proves to be 
less than the estimated or target cost, the contractor and the Government share 
the “cost savings” on the basis of a previously negotiated formula, usually 20 
percent to the contractor and 80 percent to the Government. Conversely, an 
overrun of the target cost reduces the contractor’s profit. 


Now listen to this: 


In the incentive contract, the incentive formula operates automatically when- 
ever costs are less than estimated and without reference to the reasons therefor. 
It is obvious, then, that for reasons wholly unrelated to the contractor’s efficiency 
the contract may yield greater profits than could reasonably have been foreseen. 


That is all based upon the incentive of efficiency. 


Such profits may be due to erroneous estimates of target costs; they may also 
arise from unanticipated cost savings attributable to the impact of additional 
defense production volume, from lowered market prices of materials, or from 
other extrinsic causes. These possibilities, particularly the difficulty of evalu- 
ating target cost estimates, have been well stated in— 
the subecommittee’s report. 

And I won’t read that. 

Now, you subscribe to the reasoning of the Chairman of the Rene- 
otiation Board in his observations in reference to the target price, 
0 you not? am. 

General Davis. The reasoning, but not the implication thereof. 
_Mr. Brecxer. Mr. Chairman, I would like to get one—there is a 

simultaneous answer, at the same time. The Chairman of the Rene- 
gotiation Board talks about the erroneous estimates causing this profit, 
or possibly causing the profits. Would the same erroneous estimates 
cause excess profits in cost-plus contracts ? 

General Davis. Yes, sir. 

Mr. Becker. Or fixed price. 

Mr. Vinson. That is right. 

Mr. Broker. So I don’t see how we are going to arrive at any dif- 
ference in this thing. No matter what way we try to squeeze the 
lemon you get the same juice. 

Mr. Vinson. It all gets back to how good they estimated in the 
first instance, irrespective of any target. 

General Davis. That is right. 
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contract being a method by which to get lower prices. 

Mr. Becker. I think you are right. 

Mr. Vinson. Exactly. 

Mr. Becker. On that basis. 

Mr. Vinson. Now, you point with pride to the fact that you have 
been able to save in price $219,703,000. At the same time, does it not 
reflect upon the officers who made the negotiation ? 

Now, you can’t eat your cake and have it too. 

Now, here are a group of officers—you and others and all, all sitting 
down to negotiate these contracts. And you fix the target cost. Then 
when it is all over, it is $219 million under your target price. Now, 
what conclusion do you reach? The only conclusion you reach is one 
of two things: Either other things drifted into the reduction instead 
of efficiency, that brought it down, or else you did not scrutinize the 
target price sufficiently and you did not have enough facts to warrant 
you to reach a good judgment as to what the target price should be. 
And it is a reflection upon the officers, is it not, on the lack of having 
sufficient knowledge to know what the estimated cost will be. 

General Davis. Mr. Chairman, I will have to call your attention to 
the last column on the chart in front of you. It does reflect on the 
officers to their advantage. Because you will note that even though the 
7 million figure is quite high, it represents only 314 percent of the 
total. 

Now, that variance of 314 percent, I think you will admit, is pretty 
good. It is pretty close, in an effort of this magnitude, in dollars and 
numbers of contracts. 

Mr. Vinson. All right, let’s analyze one of them. 

When the target price was first set up, a profit of 8 percent was in- 
cluded in the target price. 

General Davis. Well, that is a reasonably average figure. They 
don’t all stay at 8 percent. 

Mr. Vinson. A reasonably average figure. 

All right, he already got one profit. All right. 

Now, with all these other factors that can enter into reducing the 
target cost, he then gets a maximum of 20 percent. 

General Davis. No, sir. 

Mr. Vinson. What? 

General Davis. He gets 20 percent of any savings that he saves 
in cost. 

Mr. Vinson. Then he would have gotten 20 percent of $219,703,000, 
plus the 8 percent profit that was fed in it in the first instance. 

General Davis. That is correct. 

Mr. Vinson. Is that correct ? 

General Davis. That is still only 20 percent of 314 percent, Mr. 
Chairman. 

Mr. Vinson. All right. 

Let’s see. Figure that out, Mr. Courtney, in dollars and cents. 
How much? 

General Davis. It is 20 percent of 314 percent. 

Mr. Vinson. All right. 

And he already got 8 percent on the $6 billion. 

Mr. Courtney. Mr. Chairman, that is a composite figure. 

Mr. Vinson. I am using the whole chart. 


Mr. Vinson. So they can’t point with any pride at the incentive é 
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All right, let’s figure it out: $6 billion, and he has his 8: percent. 


Figuring 8 percent on $6 billion— 


r. CourtnEy. That is $480 million. 
Mr. Vinson. $480 million, and to that add the incentive profit. 
Mr. Sanpwee. It is about $523 million total. 
Mr. Courtney. $523 million. 
Mr. Sanpwes. It is almost 9 percent. 
Mr. Courrney. About 9 percent, Mr. Chairman. 
Mr. Vinson. Nine percent, then. That works out at about 9 per- 
cent. 
General Davis. It works out 8.7 percent, sir. 
Mr. Vinson. Of course, I am not being mathematically certain, but 
I am using the total figures shown by the chart. These total con- 
tracts amounted to $6,316,528,000. And in that was $508 million of 
profit. They started off with that. 
Mr. Courtney. If you assume it is an 8-percent profit on the total 
volume, they would start out with a built-in profit of $504 million. 
Mr. Vinson. All right. 
Well, all right, that makes it worse, then? Now, that is the added- 
in profit, in fixing the target price, is that correct ? 
eneral Davis. If you made that assumption, that arithmetic is 
correct. 
Mr. Vinson. Yes; I am taking the whole thing. Isn’t that correct, 
Mr. Courtney ? 
Mr. Courtney. That is the way—I come out, at six-billion-three- 
hundred-some-odd million dollars—— 
Mr. Vinson. And 8 percent of that? 
Mr. Courtney. Would be $504 million. 
Mr. Sanpwec. What is it? 
General Davis. It is $504 million. 
Mr. Osmers. $504 million profit. 
Mr. Courtney. That is right, $504 million. 
Mr. Vinson. At the target stage. 
Mr. Becker. That is right. 
Mr. Osmers. That is right. 
Mr. Vinson. Now, at the target stage, it is $504 million profit, is 
that correct, on these figures? 
General Davis. On that summation ; yes, sir. 
Mr. Vinson. All right. 
General Davis. Though not correct. 
Mr. Vinson. All right. 
‘ — he recovered $19,7 03,000, where you use his 20 percent figure 
or him. 
Mr. Sanpwea. $43.8 million. 
Mr. Courtney. $43.8 million. 
Mr. Vinson. All right. That makes $547 million profit. 
Now, what percent is that on the $6,316,528,000 ? 
General Davis. 8.7 percent, sir. 
Mr. Vinson. 8.7. 
Now, didn’t you testify here the other day—didn’t this gentleman 
testify yesterday it ran around about 3 percent ? 
Mr. Osmers. 3.5 percent. 
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General Davis. That was the industry average of all contracts, of 

all types, in all companies, sir. 
r. Vinson. All right. 

sae the average profit in the industry is around 3 percent, you 
said ? 

Mr. Racusry. About 4 percent. 

Mr. Vinson. Four percent? 

Mr. Racustn. Yes, sir. 

Mr. Vinson. All right, 4 percent. 

And here on this particular type of contract, it is around 9 percent? 
Is that correct? 

General Davis. 8.7; yes, sir. 

(Additional subcommittee members entered.) 

Mr. Vinson. I am glad you gentlemen arrived, because we have 
just had some very important figures here, which show that on the 
chart they submitted, on $6,300 million worth of contracts, we spelled 
out that it amounted to a profit of around about 9 percent, on the in- 
centive-type contracts, when the average profit over all types of con- 
tracts was around about 4 percent. 

Now, Mr. Courtney, have you any questions? 

Mr. Courtney. I havea few, Mr. Chairman. 

Mr. Morris. Mr. Chairman, pardon me. I never had any chance 
to ask any questions. 

Mr. Vinson. That is 9 percent on sales. Net worth is not involved 
in that at all. 

Mr. Becker. 8.7. 

Mr. Vinson. 8.7. These mathematicians to my left keep me straight. 

I am not very good at figures. 

Mr. Becker. You are doing all right. 

General Davis. Mr. Chairman, I think we should let the record 
show that we have used some assumptions that are not necessarily 
correct. 

Mr. Vinson. Oh, yes. The assumption is that you have the author- 
ity in the law to use—— 

General Davis. No, sir; I mean the assumptions on the profit rates 
and that sort. of thing. 

For example, in that list there are several CPIF, or cost-plus-incen- 
tive-fee contracts, on which the fee is probably 6 percent rather than 
8, and the 8 percent is an arbitrary figure that, we chose for this exer- 
cise. 

Mr. Vinson. All right. You used the 20 percent, because that is 
what you could do. 

General Davis. Yes, sir. 

Mr. Vinson. That is all you could do. 

General Davis. I would like the record to also show that although 
20 percent of the underruns reflected itself in additional profits to the 
contractor; the Government saved the other 80 percent, which we 
would not have saved under the reimbursement type contract. 

Mr. Vinson. Well, what comment have you to make with reference 
to the officers who made this error in calculation of two hundred and 
some-odd million dollars? 

General Davis. You made the assumption that they made the error. 
I didn’t make the assumption, sir. 

Mr. Vinson. I am asking you. 
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General Davis. I made the assumption that they did an.accurate 
job of pricing, and that the underruns were as a result of savings be- 
cause the contractor wanted to make the incentive, extra incentive 
profit, and thereby got more efficient than he would have had he been 
under a redeterminable contract or a cost-plus-fixed-fee contract. 

Mr. Vinson. Well, the record already shows that you have better 
information when you make any other kind of a contract, on esti- 
mated costs, than you do incentive-type contracts. 

Mr. Bates. No, sir. 

Mr. Vinson. Oh, yes, he said it, and he said it repeatedly and it is 
in his statement. 

Mr. Bates. Did anybody make that statement ? 

General Davis. I don’t recall ever hearing it, sir. 

Mr. Bates. Well, would you make such a statement ? 

General Davis. I don’t think I understood anybody to make the 
statement. 

Mr. Vinson. Well, the Secretary said yesterday—here is his state- 
ment, right here—that in making these other types of contracts, he 
has better estimates. 

Where is his statement ? 

General Davis. No, sir. 

Mr. Becker. I think he said in certain types of contracts, where they 
had better information, or something to that effect—on certain articles 
as against missiles, or something, to where you didn’t have all the in- 
formation, you could arrive at a better estimate. But there were cer- 
tain fields in which you had entered—contracted—where the informa- 
tion was not always complete, or you didn’t have the latest, in certain 
fields, like electronics and other fields, where you had to adjust figures. 
I think that it was something in the testimony along those lines, that 
you couldn’t always estimate on the same basis. 

Secretary Taytor. I don’t exactly remember what the words that I 
said were, but I tried to imply that the type of contract which we used 
depend largely on how accurate our estimates would be under the exist- 
ing conditions. 

Mr. Brecker. Or could be. 

Secretary Taytor. Or could be, yes. 

Mr. Becxer. Or could be. f 

Secretary Taytor. Or could be under the existing conditions. 

In other words, if we didn’t have the material to make accurate esti- 
mates, we did not cheose an incentive-type contract. 

Mr. Becker. Right. 

Secretary Taytor. If we did have the information to make accurate 
estimates, we did choose an incentive-type contract. 

Mr. Becker. That was about my understanding. 

Secretary Taytor. Yes, sir. 

Mr. Becker. It was along that line. 

Secretary Taytor. That is what I tried to say. I am not sure what 
the words were. 

Mr. Osmers. Mr. Chairman, I just wanted to get this figuring 
straight here. 

As I understand this chart, every time the contractor made $1, 
the Government made $4; is that correct? On the underruns, the 
contractor made some $44 million in additional profit, bringing him 
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up to just under 9 percent. But on the other hand, the Government 
saved nearly $180 million on those contracts. 

Secretary Tayior. That is correct. 

General Davis. That is correct. 

Mr. Osmers. Now, this figure, of course, was before taxes, I am 
assuming. 

General Davis. Yes, sir, it is. 

Mr. Racvusrn. It is. 

Mr. Osmers. So that Uncle Sam picked up another 52 percent—— 

Mr. Racustn. That is correct. 

Mr. Osmers. Of the $44 million. 

General Davis. That is correct. 

Mr. Osmens. Is that correct ? 

General Davis. Yes, sir, that is correct. 

Mr. Osmers. So that starting from scratch, of the total saving of 
$219 million, the contractor was only able to hold about $20 million, 
and the rest of it, 90 percent of the saving, came to the Government; 
is that correct ? 

General Davis. That is correct, yes, sir. 

Secretary Tayior. That is right. 

Mr. Racustn. Mr. Osmers, I think it is important to recognize that 
the incentive contract is aimed primarily at saving of costs, not so 
much limiting profits. 

Of course, we are using the technique of offering an incentive to the 
contractor to gain more profits by attacking the largest part of the 
price, which are costs, and that is why this thing has a benefit overall 
as far as we are concerned. Its primary saving is in reducing the 
cost element of a price. 

Mr. Osmers. I understand that. 

Now, that saving in cost, I assume, comes basically from the con- 
tractor’s desire to make his operation more efficient and to produce it 
faster and cheaper, rather than to drag it out as he might have at- 
tempted to do under a cost-plus-type contract. 

Mr. Racusrn. Exactly, sir. 

And I might say that the mere fact that the table shows that we 
have this reduction, underruns, net underruns, it doesn’t necessarily 
follow that the contracting officers have done a poor job initially. 

All of these factors that the chairman referred to—volume buying 
and changes in marketing prices—of course, figure in this. But that 
doesn’t mean that the initial pricing, as was best seen at that time, 
looking prospectively, was a poor job. 

Mr. Vinson. Well, I want to say this. Of course, in the heat of 
my questions—I am just trying to follow facts. But I want to make 
this statement. With the uncertainty as to the costs, a question arises 
as to the profit targets that you used in going into negotiation. When 
you buy $6 billion worth of anything, and the people who sit around 
and negotiate it at the first instance come within $219 million of getting 
the correct profits—now, I am frank to admit that is a pretty good 
calculation, from my viewpoint. And yet there are factors—now, you 
see, there are factors that bring that about, which you say should be 
considered, and you include such as the fluctuation in price of material, 
and then you try to class all that as efficiency. It is not efficiency. It 
is other factors that are involved in it. 
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But I am not going to let the record show that I am going to be in a 
critical frame of mind against these officers that do $6 billion worth 
of contracting and they come within $219 million of hitting the bull’s 
eye. 

But that doesn’t warrant you always saying that it is incentive in 
efficiency that brought it about. 

General Davis. May I ask the chairman what other kind of incen- 
tive you can offer the contractor ? 

Mr. Vinson. Well, you offer him—you are saying to the man, “Now, 
if you produce this article in a most efficient manner, we are going to 
do this for you.” And he fixes his target price. And other factors 
bring it back into the picture where his cost of the article is less than 
the target price. And you may ask him for it. 

If you paid him for his efficiency, then you would justify the name 
of the type of contract that you use. But you don’t doit. That is the 
reason I read what the chairman said. 

You take all of these other factors into consideration, and it does 
show that the target price islow. But it hasn’t proven, by any means, 
that he was more efficient in his operation and that therefore he reduced 
histarget price. That isthe reason I asked you, Did you have it broken 
down where a certain amount was shown for efficiency and other 
— Of course, you don’t do it. 

The only standard is: It is target cost against what he produces. 

General Davis. May I say this, Mr. Chairman ? 

We can’t certainly predict with any degree of accuracy how much 
the other factors influenced the underrun. However, I would like to 
make the record show that had we contracted with these people on a 
cost-plus-a-fixed-fee basis or on a redeterminable contract basis, we 
would not have saved this because those two types of contracts give 
the incentive to the contractor to increase his prices and his costs, 
and not to reduce them. 

Mr. Vinson. Now, you see, it all hinges upon the estimate made at 
the target table. If you hold that down—and, of course, we all rec- 
ognize the fact that no competition is there at all. You have to have 
the article and if anybody 1s going to give, it is going to be the De- 
partment, because the Department has got to have the proper de- 
fense. If there is hard bargaining, you have to accept his f, ures. If 
you can hold him down at the target table, and you have better ac- 
counting to ascertain the costs, then you might be warranted to use 
these types of contracts. But there is the great opportunity of being 
too lax in consideration of the target costs for the lack of proper in- 
formation, and you just don’t have it, and you are at a disadvantage— 
so far as the contractor—in arriving at what the target cost should be. 

General Davis. Yes, sir. 

However, I would like for the record to show, also, that when we 
are in this position that you mentioned yesterday, of being unable to 
reach an agreement as to the Government. we do not continue with 
him and write an incentive-type contract. We can break off the nego- 
tiations and revert to some other type of contract. We are not forced 
to go there. 

Mr. Vinson. You might break off negotiation for a day or two, but 
you know you have to have it, and you go back to him and say, “Now, 
here, we are old partners; we do a great deal of business; you have to 
make a better contract.” 
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He says, “No, this is the cheapest I am going to make it.” 

Then the trading is closed ; or else you don’t get the article. 

General Davis. Then, we will give him a CPFF contract and not 
an incentive contract, sir. 

Mr. Vinson. All right. He gets what he wants. That is what I 
am driving at. And in all these things, they wind up with the view- 
point of the contractor prevailing, because they have no competition. 

Now, I don’t know whether you can develop competition or not. 
But that is it. 

So, therefore, it is incumbent upon you people who are spending 
these billions and billions of dollars in making these contracts to be 
as firm as the contractor and just talk out and say, “Now, you may 
think you are the only people that are going to make this article. 
We will just shop around ourselves. We are not going to be held up 
by these kind of things.” 

And if you just make up your mind you are going to drive a good 
bargain, you will drive a good bargain; and he is going to make a 
profit, too. 

General Davis. We do. 

Mr. Racusry. Mr. Chairman, I would like to point out one thing, 
too, that in this area we are talking about, very frequently we start 
‘on a letter-contract basis. 

Now, we are not completely defenseless in this negotiation process, 
because under the letter-contract—and so long as he is operating un- 
der a letter-contract, he is only reimbursed at 70 percent of his costs. 
There is a financial incentive on his part to try to negotiate a deal. 
We are not completely at his mercy. 

Mr. Vinson. Well, were it not for the Renegotiation Board—that 
hangs over the head all the time. And if the day ever comes when 
Congress doesn’t maintain the Renegotiation Board, then up goes 
the cost all down the line. It is just the fact that they have to come 
before the renegotiation group—they are going to have another look 
at these things. That is the most positive manner of trying to keep 
these contractors within an area of proper pricing. 

Mr. Brecker. Mr. Chairman, I would like to ask the Secretary, 
on what you said: 

Mr. Secretary, the Department is opposing the continuation of the 
Renegotiation Board ? 

Secretary Tayzor. No, sir. 

Mr. Vinson. The Secretary is not, but there are plenty of others 
that are doing it. 

General Davis. The Air Force is not, sir. 

Mr. Vinson. I wish you would have heard these big airplane com- 
panies last year and the fight we had to put up to keep it. Then you 
would know there is plenty of opposition to the Renegotiation Board. 

Mr. Becker. I know, but I am just wondering about these gentle- 
men here. 

_Mr. Vinson. I had to fight the battle almost singlehandedly. We 
didn’t have many of our colleagues that were going around and fight- 
ing for so long. 

But, nevertheless, it is going to be there. And this is the basis of 
all this hearing. That is what was written in there. 

Now, Mr. Courtney, have you any questions? 

Mr. Morris. Mr. Chairman. 
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Mr. Vinson. Mr. Morris. 

Mr. Morris. I have had no chance to question. 

Mr. Vinson. You go ahead and have it. 

Mr. Morris. Mr. Huddleston is ahead of me. 

Mr. Vinson I am going to have to leave here tomorrow night. If 
necessary, I am going to turn this over to Mr. Kilday, And I hope 
to wind up today, if we can. 

Mr. Morrts. Mine will be brief. I have had no chance whatsoever 
to ask any questions. 

Mr. Vinson. Go ahead. 

Mr Morris Mr. Huddleston ? 

Mr Hupptesron. Go ahead 

Mr. Morris. I want to get clear in my own mind. I think I am 
clear. 

You say that you have an underrun in 76 instances and an overrun 
in 27 instances. 

Now, I take it you mean by that, in 76 instances the actual cost was 
less than the target ; is that correct ? 

Secretary Taytor. Right. 

Mr. Morris. Ail right. 

Now this it not meant—and I lay this predicate for this particular 
reason. I am vitally interested in this. We all are. But I am not 
approaching this from any prejudiced standpoint. I just want to know 
the truth. 

I have great respect for you gentlemen. But I do want to know 
just whether or not our program is good, whether or not there is an 
area where we can actually save money, whether it is the fault of 
Congress, whether it is the fault of the system, or what it it. 

Now those are actual facts. How do you explain the fact that in 
approximately three-fourths of the instances you have set the target 
too high? What is your explanation of that ? 

Secretary Tayxor. I think that is the workings of the incentive to 
the contractor. 

I would say this showed that a target had been set very accurately 
and that the contractor had a considerable incentive to improve over 
what could normally be expected. In 27 cases, he was not able to do 
that. With all the incentive, he wasn’t able to reach the target for 
plenty of operating reasons. In 76 other cases, he was able to beat 
the target. And that shows what the incentive would do for the 
contractor. 

Mr. Morris. Of course, that would be one philosophy. That would 
be one theory. And it may be correct. I am not challenging it, at 
least at this time. 

But there is another angle to think about, and the thing I am trying 
to explore is whether or not the real incentive in this case is for the 
contractors and those who contract with them in our services going 
along with them to make their targets too high, in three-fourths of 
the cases, so they can participate in the profits. 

Now, I call your attention to this, in this schedule that you hive 
furnished here. And if I am in error, I would like to be corrected. 

_ Of the total number or 103 contracts, there are only 2 instances, 
if I have it figured correctly here, where any one company, any one 
company, had an overrun as against underruns. That instance is the 
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GE, Evandale Co., which had two overruns and only one underrun; 
and then the McDonnell Co., that had one overrun, and—it doesn’t 
show any underruns, which I presume is because they probably had 
just one contract. 

Now you have a number of overruns, but if you will notice your 
chart you will find that in all instances, except those two—— 

Mr. Racustn. And Westinghouse Air Brake. 

Mr. Morris. Wait a minute. 

And the same companies you were dealing with had a lot more 
underruns than they had overruns. 

Just as an illustration : 

No. 1 there, the Boeing—and I am not picking out any company at 
all. Iam not interested, of course, in any individual companies here. 
I know nothing about this situation. 

But taking your own chart, first, you show the Boeing at Seattle. 
They had two overruns, but they had five underruns. 

The next one, the Boeing at Wichita, had two overruns and seven 
underruns. 

Now the question that I pose here is whether or not the actual 
operation of this is such that these companies are in some manner or 
another setting their targets so high that they are going to see that 
they get a bonus. 

Secretary Taytor. Well, the companies do not set the target. 

Mr. Morris. Well, whoever sets it—I don’t know who negotiates. 

Secretary Taytor. The contracting officer of the Air Force sets 
the target. 

Mr. Morris. All right. 

Secretary Taytor. And obviously the company wants the target as 
high as they can get it. 

Mr. Morris. Surely. 

Secretary Tayzor. And obviously, the Air Force wants the target 
as low as they can get it. 

Mr. Morris. Mr. Secretary, there is no reflection on you, God bless 
you, or any of you—no reflection. 

But the facts are plain that—as you say, the targets are fixed by 
the companies and the negotiators. They agree on the target. But 
the fact remains that in approximately three-fourths of the cases, of 
the individual cases you have mentioned, the target is higher than the 
actual cost. 

Secretary Tayzor. Well, yes, because the profit motive was work- 
ing. And the profit motive is a very powerful motive, as we in the 
American system know. 

The profit motive moves the average up to your 75 percent as 
against 25 percent, whereas, if there were no profit motive and the 
target were perfectly set, you would have 50-50. 

Mr. Morris. Well, I will leave that point at this time. And I will 
finish right now. 

And Tdon't know, you may be right. You are urging these incen- 
tive-type contracts. 

Secretary Taytor. In the proper place. 

Mr. Morris. In the proper place. 

Secretary Taytor. Yes. 

Mr. Morris. And you may be as right as you can be. I have some 
doubt about it in my own mind at this time. But then I certainly 
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have no prejudice and have no feeling. I want, as an individual 
member—whether I had my way or not, I would want the very best 
type of contract for the defense of our Nation and for the best 
procedure. 

Now, this last question : 

Do you have any authority, and if so, do you ever exercise that 
authority, to change the target price after it is fixed? 

General Davis. We do this on occasion, by mutual agreement. 

Of course, a contract, as you know, is a bilateral agreement. But 
there have been instances in which we have reopened the negotiation 
and reset the target, by mutual agreement. 

Mr. Morris. All right. 

ba say “we.” You have a team when you start negotiating, don’t 

ou’ 
General Davis. Yes, sir. 

Mr. Morris. You have a team. 

General Davis. Yes, sir. 

Mr. Morris. And you agree on a tentative target price, and you 
say you have in some instances changed that. 

ow, did you change that after consultation with the team, or who 
makes that change? 

General Davis. We have two types of incentive contracts, really, 
we should talk about. One is where we have a tentative target price. 

Mr. Morris. Yes, sir. 

General Davis. And we set a date later on for establishing of the 
firm target. This is agreed to in the contract. 

Then the other type is where we have sufficient experience and sufli- 
cient knowledge to set the target firm at the outset. 

Now, the question you asked had to do with resetting or reopening 
a negotiation and changing that firm target, I believe. 

Mr. Morris. Yes, sir. 

General Davis. This also has happened. When by mutual agree- 
ment an error has been made on the part of one of the parties, we 
have opened the negotiations and reestablished the firm target. So 
it can be done by mutual agreement. 

Mr. Morris. Then when you fix it, is isn’t really fixed fully and 
completely. You do have a right to redetermination. 

General Davis. Not a legal right, sir; no, sir. When we agree to 
a fixed target 

Mr. Vinson. By mutual arrangement. 

Mr. Morris. By mutual arrangement. 

Do you have a clause in your original contract providing for that? 

_General Davis. Only in the case where we have established a tenta- 
tive target and have agreed to later on establish a firm target. 

Mr. Morris. Tentative target. 

General Davis. And these, incidentally, account for about 50 per- 
cent of the cases. In about half of the cases we are able to establish 
the target firm at the outset. 

Mr. Morris. All right. 

Then this final question : 

Has there ever been any instance at all, any, where contractors that 
are operating under the incentive-type contract have lost any money 
or failed to make a profit? 
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General Davis. Iam sure there are. I don’t have any specifics with 
me to give you. 

Mr. Morris. You think there are some instances ? 

General Davis. I am sure there are; yes, sir. 

Mr. Morris. Well, I would like to put that in the record, to show. 

Because I would want them to make, anyone, a reasonable profit, 
regardless who it was. 

But I am just wondering if the system is not such that in all in- 
stances they make a profit, and sometimes they make too much. 

Secretary Taytor. May I speak to that as a member of industry ? 

Mr. Morris. Yes, sir. 

Secretary Taytor. I have been involved in a contract, not with the 
Air Force but with the AEC, in which my company lost considerable 
money on an incentive—no, it wasn’t an incentive. 

Mr. Vinson. That is right. 

Secretary Taytor. It was a cost-plus-a-fixed-fee contract. 

Mr. Morris. Yes. That is different. I am talking about incentives. 

Secretary Taytor. The loss occurred because there was a maximum 

rice. 
Mr. Vinson. He can’t lose, because he starts off with a profit. 

Mr. Morris. That is just exactly what I had in mind, as to whether 
or not—I don’t want to see anybody lose. I don’t care who they are. 
I don’t want them to lose anything on a good, valid operation. But 
on the other hand, I don’t want to see excessive profits. 

Mr. Vinson. If it could be worked out hese for efficiency, that 
he was compensated upon efficiency, why, it might not be so bad. 
But these other factors run into it, that do make it a bad type of 
contract. 

And it has been proven here mathematically, on his table, that they 
have made, on the figures that were used, 8-and-some—what is the 
percentage ? 

Mr. Becker. 8.7. 

Mr. Vinson. 8.7 percent profit, on these figures he used, on the in- 
centive-type contract, when the overall percentage, as testified by the 
witnesses, is only 4 percent. Just twice as much, by this type of 
contract. 

General Davis. That was after taxes, sir, that 4-percent figure. 

Mr. Vinson. I am not talking about taxes or nothing in that area. 
I am talking about what these figures show and what the witness has 
said. 

The average profit over the industry has been 4 percent. The aver- 
age profit, on this table that you have given us, of the 76 contracts, 
totaling $6 billion, has been worked out mathematically here to be 8.7 
percent. 

General Davis. Before taxes. 

Mr. Vinson. Or 8.7 percent. 

Mr. Bates. Was the 8 percent before taxes? 

General Davis. Yes, sir, 8.7 is before taxes. 

Mr. Bares. And the 4 percent is after taxes? 

Mr. Racustn. No; that was before taxes, too. 

Mr. Vinson. Before taxes. 

Mr. Bates. They were both before taxes? 

Mr. Vinson. That is right, both before taxes. 
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Mr. Bates. Mr. Chairman, I would like just to ask one question 
on the point you raised. 

Has any effort ever been made to separate controllable from non- 
controllable expenses on an incentive-type contract ? 

Now, the Chairman refers, of course, to lowering prices of material, 
which result in a windfall, promoted through no efficiency whatsoever. 

I would suspect that if such a thing is taken into consideration, 
the opposite would also have to be taken into consideration in the 
event that prices went up. 

Mr. Vinson. That is right. 

Secretary Taytor. Yes. 

Mr. Bares. But has any effort ever been made in an incentive-type 
contract to give credit, as the chairman indicates, only because of 
efficiency, rather than these collateral things over which nobody has 
control ? 

General Davis. Well, we believe that the provisions of the incentive 
contract does exactly this. 

Now, after it is all said and done, how we prove exactly how much 
was due to efficiency and how much was due to the error—there is no 
way of st this, although we have investigated on many occasions 
the performance after the contract has been completed to satisfy our- 
selves that the contractor performed efficiently, and we have gotten 
enough evidence to give us confidence that the target was established 
properly and that the contractor did in fact invoke more efficient 
operations, 

Mr. Bares. In these days of rising prices, perhaps it is not a good 
time to inaugurate a new system. But in times of falling prices, of 
course, there would be a windfall. 

General Davis. Well, that is based on the assumption that we take 
his estimates of the material costs as estimated and put them in the 
target price. We do not do that. We are as good at projecting the 
prices of materials as he is. So if we think they are going down, we 
will discount his estimates of his materials. 

Mr. Bares. That is right. You exercise a judgment. But you 
might be wrong and he could be wrong. It could move in either 
direction. 

General Davis. That is correct. 

_ Mr. Bares. And neither oné of you would have any control over 
it. 

General Davis. That is right. 

Mr. Bares. I just wondered whether any thought had been given 
to separating controllable costs, in the incentive-type contract. 

General Davis. Well, there has been a sizable effort. made recently 
to ascertain that the material or the controllable costs, as you refer 
to them, are completely accurate and complete at the time of the nego- 
tiations. 

In other words, if the contractor has actual quotations from sup- 
pliers or actual purchase orders or contracts in effect, he is required 
to certify to the fact that his prices as quoted for his materials and 
subcontracted items are actual prices and are current and up to date. 

Mr. Bares. But if that material is delivered a year after that, then 
the price might well be what the current price is a year later. 
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In other words, he could get quotations today for something, but if 
he doesn’t actually put out the order and the materials shipped until 
a year has gone by, then you have the new price in effect. 

General Davis. We do exercise judgment in the negotiation as to 
whether or not he will be able to get a price reduction, and discount 
his quotations accordingly. 

Mr. Bares. But answer my question. You have never taken con- 
trollable costs and noncontrollable costs into consideration for incen- 
tive-type contracts? 

General Davis. Well, we do look at them separately. Yes, sir. We 
negotiate them separately. 

Mr. Bares. Well, let’s be specific. In the event that you miss your 
guess on the cost estimate of materials and prices in fact went down, 
would he then get 20 percent of that profit, which is the result of the 
lowering in prices? 

General Davis. He would, unless it was a situation where it was 
significant. In those cases, he would probably give us a voluntary 
refund on the targets, or rather in the settlement. This has happened. 

Mr. Vinson. General, you make a good strong witness for the re- 
tention of the Renegotiation Act. 

General Davis. Yes, sir, I could. 

Mr. Vinson. You make a good case. 

Mr. Racustn. Mr. Chairman, may I point out, sir, that these very 
factors that we are talking about here, which would tend to perhaps 
inflate profits under the incentive contract, operate equally under the 
other forms of contracts. 

And if you would refer to the table of Mr. Coggeshall, I would 
respectfully point out that under the firm fixed-price-type contract, 
there are profits there of 18.3 percent of sales, no part of which we 
are going to get back, at least in any kind of redetermination. 

At least here we have an opportunity to get some part of that back, 
under the operation of the incentive formula. 

Mr. Vinson. Mr. Courtney. 

Mr. Courtney. Just one question on Mr. Racusin’s answer. 

In the hearings before the Ways and Means Committee, and also 
before the Senate, it was only those who held incentive contracts who 
complained that renegotiation was being applied to them. It was not 
raised by any fixed-price contractors, as far as I remember, or the 
other types of contractors, that is, those holding the other types of 
contracts, except incidentally. 

Mr. Racustn. Of course, Mr. Courtney, the bulk of the dollars fall 
in the area in which incentive contracts are used. 

Mr. Courtney. The incentive contracts, that is right. 

Mr. Racustn. And, of course, they are the chief exponents of the 
ones wanting to do away with renegotiation. 

You will remember the Department of Defense was the chief expon- 
ent to retain it. 

Mr. Courtney. That is right, except to give it special recognition. 

Mr. Vinson. But the Department of Defense wanted it to be re- 
tained with such loopholes in it that it would have just been better 
to wipe it off the statute books, than to have one loophole in it that 
Mr. Dechert advocated. 

Mr. Becker. Who advocated, Mr. Chairman? 
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Mr. Vinson. The General Counsel of the Department of. Defense. 

Mr. Bares. On the other hand, Mr. Chairman, even though you 
have renegotiation—and I believe you must have it—it is a paradox, 
when you consider incentive on the one hand and then have that 
subjected to renegotiation. 

Secretary Taytor. That is true. 

General Davis. Mr. Chairman, may I correct one impression that 
was left yesterday and has been referred to again today ? 

The impression has been left in the record that the Air Force is 
encouraging the use of the incentive-type contract to the exclusion of 
other contracts, and increasing the use of them. 

We have repeatedly said that in only appropriate circumstances do 
we encourage the use of this type of contract. 

I would like to point out that, for the past 4 fiscal years, the per- 
centage of Air Force dollars in fixed-price incentive-type contracts 
has steadily declined, that is, the percentage of the total. 

It was a high, in the 1956 fiscal year, of 31.1 percent of the dollars. 

In fiscal 1959, only 26 percent of the dollars were on the fixed-price 
incentive-type contracts. 

The cost-plus-fixed-fee-type contracts, as a percentage of total in 
the Air Force, have increased steadily for the past 4 fiscal years, being 
at 25.4 percent in fiscal year 1956 and 41.4 percent in fiscal 1959. 

Now, this is brought about by the fact that we are in this research 
and development era, that is, in the ballistic missiles and the more 
complex weapons systems, and a higher percentage of our dollars 
is having to go on the cost-plus-a-fixed-fee-type contract. 

So the Air Force is not alleging that the incentive-type contract is 
the solution to our procurement problem. It is only one form of 
contract that we use where we think it is entirely appropriate. We 
use all of the others to a considerable degree. 

As a matter of fact, we still use the redeterminable-type contract, 
that was discussed with the Army. 

Mr. Vinson. Well, the reason I have developed these questions, 
running through my mind about incentive contracts, is because last 
year when we were handling the renegotiation legislation, the Depart- 
ment of Defense and the industry was advocating—and as a matter 
of fact, it was written in the bill that passed the House—to deal with 
these incentive contracts in a separate and more favorable manner 
than other contracts had been dealt with by the Renegotiation Board. 
That is the record. The Department, that is, the Department of De- 
fense, speaking by its General Counsel, was asking that a special 
favor be given to the incentive-type contract over the other types of 
contracts. 

Mr. Huddleston. 

Mr. Huppieston. Mr. Chairman, this line of questioning is along 
a different angle. 

Mr. Secretary, every issue of the Air Force Association’s magazine— 
and I am not saying or picking out the Air Force Association for any 
vituperation or criticism, but every issue of the Air Force magazine, 
and the others that I picked up, has full-page ads by various con- 
tractors that are engaged in this type of work for the Air Force. 

There will be an ad for the Bomare B, and then there will be an- 
other ad for the Titan and the Atlas and the Thor. 
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I was wondering if these ads that are run in publications like the 
Air Force Association magazine were part of the costs that were 
cranked in to assess against the Air Force in determining the target 
price and determining what the final charges are, and whether the 
taxpayers of this country end up paying for those ads in that particu- 
jar publication. 

Secretary Taytor. There are very careful requirements as to what 
kind of ads the Air Force pays for. I am not quite certain that I 
can recite them. 

Mr. Huppreston. I have before me the Air Force Procurement 
Regulations dealing with that. 

It says: 

The following advertising costs are allowed: 

(1) Advertising in trade and technical journals, provided such advertising 
does not offer specific products or services for sale, but is placed in journals 
which are valuable for dissemination of technical information within the con- 
tractor’s industry. 

Now, I am asking if these full ads that are run in the Air Force 
Association magazine are cranked in as part of the costs of the 
contracts. 

Mr. Racusrn. No, sir. 

Secretary Taytor. I would say that they would be excluded on the 
basis that they mentioned particular products, as the regulation says. 

Mr. Huppeston. Do they offer products for sale? 

I think, as a matter of fact, if those ads are cranked in, the cost 
of those ads are cranked in as part of the costs—I am wondering if 
you don’t have that information, or if you don’t, whether you can 
provide that for the record. 

Secretary Taytor. I will have to give you that for the record. 

If you could cite a particular ad, it would be helpful. 

Mr. Hupptesron. Well, any issue of the Air Force Association 
magazine is just full of full-page ads by various aircraft companies. 

The reason I am bringing that up is this: A couple of years ago, 
when we had the Thor and Jupiter competition at its height, the Air 
Force Association magazine was full of ads by the contractors on the 
Thor. And at the same time the Air Force Association magazine was 
full of editorials exclaiming the virtues of the Thor as against the 
Jupiter, and supporting the proposition that this country ought to 
adopt the Thor as its intermediate-range missile and ought to aban- 
don the Jupiter program. 

Now, what I am wondering is, are the taxpayers of this country 
called on to pay the charges of that type of propaganda, in attempting 
to sell to the American people one particular weapons system as 
against another particular weapons system, if the other happens to be 
under development by another branch of the military service? 

Secretary Taytor. As I have looked into this before, the answer to 
your question would be “No.” The taxpayers do not pay for that 
type of advertising. 

Mr. Hupptesron. Well, I wondered if you would check into that 
further, Mr. Secretary, and provide that for the record, if you don’t 
have an accurate answer at this time? 

Secretary Taytor. Yes, I will. 

Mr. Kirpay. Will the gentleman yield ? 

Mr. Huppteston. I yield to the gentleman. 
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Mr. Kirpay. I would like to inquire whether such publication as 
the Air Force Association magazine would be regarded as a trade 
journal, as used there. , 

Mr. Hupptxston. I think we ought to have that information. 

And that directive, or this regulation, provides two things, that— 
the advertising must not offer specific products or services for sale, and must 
be placed in a journal which is valuable for dissemination of technical infor- 
mation. 

But it does not provide that the ad itself must provide technical 

information, but can be merely extolling the virtues of some particular 
product. 
; And if that ad is inserted in a magazine which has the avowed pur- 
pose of furthering the interests of some industry or some particular 
branch of the service, it seems to me a shame that the taxpayers would 
have to pay the cost of running those ads and furthering the interests 
of that particular magazine or newspaper. 

Secretary Taytor. Well, I would doubt very much if that was al- 
lowable. But I would be very glad to look it up carefully and furnish 
it for the record. 

Mr. Hupptesron. Thank you, Mr. Secretary. 

Mr. Vinson. When this hearing commenced, we had the benefit of 
the statement from Mr. LeBoutillier. And he dealt with that ques- 
tion. 

I remember someone said something along that line. 

Now, any questions from any other members ? 

I wish you would be sure to clear this up. 

Secretary Taytor. Yes, sir. 

Mr. Vinson. Because these are your regulations. And the Depart- 
ment of Defense promulgates those regulon; as to the policy, and 
passes it on down to you. 

Mr. Huppteston. Mr. Secretary, I wanted to emphasize that I am 
not jumping on the Air Force or the Air Force Association, but I 
merely mentioned that one publication because it came to my atten- 
tion. 

Secretary Taytor. Yes, sir. 

Mr. Huppteston. And since the Air Force is appearing today, I 
thought I would bring that up. 

Mr. Racustn. Mr. Huddleston, I am reaesonably certain that the 
Air Force Association magazine is not a trade journal within the 
meaning of the provision you read from, in the Armed Services Pro- 
curement Regulation, and therefore is not allowable. 

But we will be glad to confirm that and submit it for the record. 

Mr. Huppteston. Thank you. 

Mr. Becker. Mr. Chairman, may I follow this up ? 

Mr. Vinson. Mr. Becker. 

Mr. Becker. Is Mr. Huddleston through ? 

Mr. Huppteston. I am finished. 

Mr. Becker. I just have one question I would like toask. 

__ Mr. Chairman, you can rule it out of order if you want, immediately, 
if you think it doesn’t have any place here. 

ow much, General Davis, does your organization—in fixing esti- 
mates for the type of contract, after it is fixed and after a contract is 
let, say, with Westinghouse or some other organization, do you do any 
checking as to how the then prime contractor goes back to his subcon- 
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tractor and starts beating them over the heads for lower prices from 
them, or goes to another outfit who didn’t even give them a bid in 
— to fix their original price? How much checking do you do in 
that ¢ 

Because I know of an instance, just last year, where there is a ter. 
rific followup in this field, and a tremendously long-drawn-out ne- 
gotiation in a particular contract. And a contractor was brought in 
at a lower price, that didn’t even make the material—never made the 
material in the field, but gave the lower price to the prime contrac- 
ae against the organization that had bom in the field making the 
product. 

What do you do about those situations? 

General Davis. Well, if the subcontractor had already been a sub- 
contractor on the particular prime contract, then the contractor could 
not change without the permission or taking it up with the Air Force 
contracting officer. 

If he had not established his subcontract structure, that is, selected 
them—in other words, the first performance under the prime con- 
tract—then the selection of the subcontract is also subject to the ap- 
proval of the Air Force contracting officer. 

So we do concern ourselves with his subcontract source selection. 

Mr. Brecker. You do concern yourself ? 

General Davis. Yes, sir. 

Mr. Becker. But you do give permission for him to change? 

General Davis. If the circumsances warrant; yes, sir. 

Mr. Brecker. Even though the contractor in this particular case, 
that is, the subcontractor, was the man or the concern who had prior 
produced this material—you could then give permission to give it to 
somebody who had never produced it, even though that contractor 
who had never produced it is going to buy the major part from the 
original subcontractor who was involved in the bid ? 

neral Davis. We could if the circumstances warranted it. 

However, the situation you have outlined would not meet this 
criteria. 

Mr. Becker. It took us 4 months to iron it out last year, and an 
awful lot of fighting, General Davis, before the contract was ever 
finalized, in ales to do that, because of this one contractor being 
brought in who had never made the material. 

I know this. And I don’t like what is going on in that particular 
instance. 

Mr. Vinson. Let me ask, for the record, what policy have you with 
reference to what has been referred to as the buy-out policy—buying 
models 

General Davis. You mean breakout ? 

Mr. Vinson. Breakout. 

General Davis. May I speak to that? 

Secretary Taytor. Yes. 

General Davis. The term “breakout,” I believe, was used in the 
Navy testimony last nares 

Mr. Vinson. That is right. 

General Davis. They testified this was not new, but was a term 
that the Navy was supplying more recently. 
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The Air Force has always had a breakout policy, as defined by the 
Navy, and has never abandoned it. We just use a different terminology 
for the same thing. 

This means simply that at the outset we select those components or 
subassemblies or parts of the weapon that are going to be purchased 
by the Government, and furnished to the contractor as Government 
furnished equipment, and contract for them and furnish them to the 
prime contractor. And we decide at the same time which of the sub- 
components and subassemblies will be furnished as contractor-fur- 
nished equipment. 

Our terminology in the more recent past on this activity has been 
known as category 2 procurement rather than category 1. 

And I might add also that we have never had a contract in which 
there was no breakout. There has always been some Government-fur- 
nished equipment. 

Mr. Becker. There has always been some ? 

General Davis. We always had some, yes, in all weapons systems. 

Mr. Vinson. Now, Mr. Courtney, have you any questions ? 

Mr. Courtney. I have some questions, Mr. Chairman, but they relate 
to data information to be supplied by the witnesses. I am sure they 
are all prepared for it. 

Mr. Vinson. Suppose, in the interest of time and to have a good 
record, that you prepare your questions and send down to the De- 
partment the information you want, to send it up, and we will incor- 
porate it in the record. 

General Davis. Yes, sir. 

Mr. Vinson. Thank you, Mr. Secretary, and your two very able 
assistants. 

Secretary Taytor. Thank you very much, Mr. Vinson. 

General Davis. Thank you, sir. 

Mr. Racustn. Thank you. 

Mr. Vinson. Let me say this: 

I am hoping this committee can keep constant surveillance over all 
this subject matter of contracts and contract procurements constantly. 
We probably have been a little derelict in our iaty to keep abreast with 
it. But from now on, we are going to try to have a little review 
about this quite frequently. So all three of these Departments can 
know they are going to be called up before the committee to talk about 
these contracts more often in the future than they have in the past. 
We have got to keep abreast with what is going on in connection with 
the types of contracts. 

Secretary Taytor. We would welcome that, sir. 

Mr. Vinson. Thank you. 

Now, the next witness is the Comptroller. 

He is responsible to the Congress. We want to see how well he is 
running his department. 

Anybody up from the Comptroller’s Office ? 

Mr. Courtney. The Comptroller General, Mr. Campbell. 

Mr. Vinson. Come around, please, sir. 

Mr. Courtney. Just back of him is Mr. William Newman, who is 
the head of the Defense Auditing and Contracting Division. 

And with him is his assistant, Charles Bailey. 
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And Judge Welch, Deputy Comptroller General. 

Mr. Vinson. Mr. Comptroller General, just take your seat. 

You have a statement. It has been distributed to the members of 
the committee ? 

Now, Mr. Comptroller General, we are privileged to have your 
assistance this morning. 

In your own manner, you submit any observation to the committee 
you desire to do so. 

All right, Mr. Comptroller General. 

General Campsett. Mr. Chairman and members of the committee, 
we appreciate your invitation to appear before you today for the 
purpose of summarizing some of our observations resulting from our 
audits and reviews of Department of Defense procurement activities. 
Our discussion will be concerned primarily with the procurement 
responsibilities of the Department of Defense, the effectiveness of its 
procurement policies and practices, and the problems that arise in 
achieving reasonable prices for the Government in the procurement of 
defense needs. 

First, we would like to give a little background as to our approach 
and objectives in carrying out our audits of the activities of the De- 
partment of Defense. 

In selecting the areas to be covered in our audits, we try to give 
full recognition to the economic significance of the activity to be 
examined and the efficiency of the military departments administra- 
tive controls which are exercised through the departments supervisory 
and management surveillance, internal audits, inspections and surveys. 
Because procurement, in its broadest sense, amounts to more than 
$20 billion annually or about 40 percent of the total defense budget, 
we devote a considerable amount of our effort to procurement matters. 

We would emphasize, Mr. Chairman, that because of staff limita- 
tions, our audits and reviews are directed principally toward areas 
and controls which appear to require improvement or strengthening. 
We review a relatively small percentage of the total procurement 
activities. 

Modern-day equipments change rapidly and as a consequence many 
of their expensive components being relatively new and novel require 
new designs and subsequent engineering changes. It has become in- 
creasingly difficult to develop and employ procurement techniques 
which can be relied upon to produce fair and reasonable costs, prices 
and profits in all situations and to administer procurement contracts. 

The Department of Defense has shown a sincere desire to strengthen 
procurement policies and procedures and to achieve effective pricing 
of its procurement contracts. We believe that industry, too, desires 
to strengthen the Nation’s defense by furnishing products incorporat- 
ing the latest improvements, designs, and technologies at reasonable 
prices. However, because of the size and complexity of many of their 
undertakings, the efforts of both Government personnel and the con- 
tractors frequently follow established patterns without adequate 
recognition of the uniqueness of the facts and circumstances of a 
particular procurement. It isto some of these problems that we would 
like to address ourselves today. 

The Armed Services Procurement Act of 1947 expresses the intent 
of Congress that purchases or contracts for property or services shall 
be made by formal advertising. We strongly feel that advertised 
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procurement based on full and free competition between all.qualified 
suppliers, in most cases, will result in the most reasonable costs, prices, 
and profits. ’ 

We recognize that many procurements cannot be achieved for formal 
advertising, but we believe that the use of authority to negotiate 
should be carefully and discreetly exercised. In any negotiated con- 
tract something less than full and free competition is obtained; and, 
consequently, the basic safeguards afforded by full and free competi- 
tion are diminished or lost. The fact remains, however, as shown by 
table 7, page 10, of the committee’s “Data Relative to Armed Services 
Procurement Matters,” only 21 percent of the dollar value of procure- 
ments in the fiscal year 1959 was accomplished through formal adver- 
tising. : ‘ 

Authority to negotiate contracts is provided by the 17 exceptions 
to the requirement for formal advertising contained in the Armed 
Service Procurement Act, as amended. The legislative history of 
these provisions indicates clearly that Congress intended the military 
departments to continue to make the great volume of their purchases 
and contracts by formal advertising. It was intended that this method 
be used in all procurements in which it could reasonably be expected 
to give satisfactory results, even though circumstances might exist 
which would be sufficient, but less than essential, to negotiate under 
one or more of the exceptions. Yet, the use of exceptions 10, 11, and 
14 account for over 70 percent of the value of negotiated contracts for 
fiscal year 1959 and totaled nearly $15 billion. This is over four 
times the dollar value of procurements made by formal advertising 
for the same fiscal year. 

We believe that the Armed Services Procurement Regulation, as 
presently written, permits the use of negotiation wherever the pro- 
curement can be fitted into one of the exceptions, even though the pro- 
curement could be formally advertised. We think this situation 
might be improved if the procurement regulation were amended to 
require that the use of any exception, which does not, of itself, pre- 
clude the use of formal advertising, be supported by a complete state- 
ment of the pertinent facts to show clearly that use of formal adver- 
tising would be impractical. 

We recognize that the Department of Defense is now required, for 
contracts negotiated under exceptions 11 to 16, to support the decision 
to negotiate by a finding and determination. In our review of these 
findings and determinations we have noted that they are generally 
quite brief and do not provide enough information concerning the 
circumstances relating to the procurement to clearly show the factors 
requiring the use of the authority to negotiate. In fact, many findings 
and determinations appear to be somewhat stereotyped and give the 
reasons for negotiating in terms which are broad and general rather 
than specific. 

We believe, further, that, in addition to the need for the above 
changes in the regulations, significant benefits could be realized by 
a review and reexamination by the Department of Defense of the 
negotiation practices and procedures. A major objective of this 
review should be to establish definitive criteria and standards to be 
followed in determining the need to use the authority to negotiate. 
We believe that a careful examination of the use of the authority to 
negotiate and the development of effective criteria and guidelines 
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for the use of contract negotiators would result in a substantial re- 
duction of negotiated procurement in favor of procurements by 
formal advertising and would better serve the interests of both the 
Government and industry. 

According to table 7, page 10, of your committee’s tabulation, sole 
source procurement accounted for over $8.2 billion—over 50 percent 
by value—of the total new procurement dollars for fiscal year 1959. 
Although sole source procurements are made under several of the 
other 16 exceptions, a substantial portion of the sole source procure- 
ments are negotiated under the authority given in exception 10, This 
except allows negotiation when it is impracticable to obtain com- 
petition. One condition which has led to procurement from single 
sources is the failure of procuring activities to use drawings and 
other data obtained at Government expense for solicitation of com- 
petition in follow-on procurement of items developed at Government 
expense. 

The procurement of drawings and technical data occurs early in 
the life of many military items. When an item has been developed 
to the point that it is procured for test or service use, manufacturing 
or production drawings generally are procured. Manufacturing-type 
drawings are required and obtained for use in inspection, for mainte- 
nance and repair purposes and for future procurement or production. 
These drawings are paid for by the Government as part of the 
contract price and can be used in soliciting bids from competitive 
sources of supply. The drawings of which we speak are for items 
developed at Government expense as distinguished from proprietary 
drawings related to a manufacturing firm’s product developed at 
its own expense. 

The Government in many instances has not been in a position to 
realize the maximum benefits of competition in many procurements 
of military items because manufacturing drawings were not readily 
accessible. We found inadequate records, controls, and procedures 
relative to the receipt, storage, and issue of drawings for procure- 
ment purposes. Also, in many cases drawings required by the terms 
of the contracts were either not furnished by the contractor or were 
unnecessarily delayed and were, therefore, not available for follow-on 
procurement. 

For instance, a comparison of 45 samples obtained from one pro- 
curement office where identical items had been procured both through 
negotiation and through competitive bidding revealed that prices ob- 
tained by competitive bidding were 40 percent lower than the sole 
source prices. The military departments have informed us that action 
will be taken to correct this practice. Contracts do not always contain 
provisions either granting or denying the Government the right to use 
the drawings and we found that, where the contracts were silent on the 
right to use drawings furnished, the procurement office took the posi- 
tion that the Government was not permitted to use the drawings for 
procurement purposes. The postion of the procurement office was 
contrary to the policy of the Department of Defense and when it was 
brought to its attention, the practice was discontinued. 

We would like to call attention to three essential principles involved 
in the negotiation of contracts which must be carefully observed if the 
Government’s interest is to be properly protected. These principles 
are (1) maximum competition must be obtained; (2) cost information 









seek HAetoé sed d 


Oe ee ek ee ae ok, eee 


es ss 


PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 407 


must be complete, accurate, and timely; and (3) the proper type of 
contract must be selected. 

A basic question to be resolved by the procuring agency, after it has 
determined that a contract must be negotiated, is whether competition 
can be obtained. Every effort should be made in this regard before it 
is determined that competition is impractical or impossible. Cer- 
tainly, in no event should the determination rest on an assumption that 
it is more economical to continue to obtain the product or material 
from the initial source or that a particular organization is best suited 
to do the job. The ingenuity and ability of American industry need 
not be viewed in this narrow light. Rather, steps should be taken to 
obtain proposals from qualified offerors and to give all offerors, within 
a competitive range, an opportunity to discuss their proposals. 

While no criteria are prescribed in this area by law, section 3-805 of 
the Armed Services Procurement Regulation does set out certain 
standards. Under this section 3-805, where one offeror submits a pro- 

osal which is clearly and substantially more advantageous to the 
arnt negotiations may be conducted with that offeror only. 
Where several offerors submit offers which are grouped so that a mod- 
erate change in either the price or the technical proposal of any one 
would make it the most advantageous offer, the contracting officer 
should, but is not required to, negotiate with all offerors in the group. 
And in certain procurements, where a substantial number of clearly 
competitive proposals have been obtained and the contracting officer is 
satisfied that the most favorable proposal is fair and reasonably priced, 
an award may be made without discussion or negotiation with any 
offeror. 

It is our opinion that the authority to negotiate does not, of itself, 
warrant the curtailment of competition. Yet this may be the result 
where several proposals are received and the contracting officer decides 
to negotiate with only one offeror or to award a contract without dis- 
cussion with any offeror. In such cases the contracting officer must 
base his evaluation of the contractor’s proposal on facts and informa- 
tion supplied by the proposed contractor and is not in a position to 
determine with any degree of certainty the reasonableness of esti- 
mated costs and an si prices. 

We therefore are not in agreement with the present provisions of 
ASPR 3-805. We believe that the regulation should be amended to 
require, whenever practicable, the conduct of negotiations with all 
responsible offerors who submit proposals within a competitive range, 
price and other factors ens 

Complete, accurate, and timely cost information is necessary to the 
negotiation of fair and reasonable contract prices. It is unlikely that 
the Government will, in any negotiation, have full knowledge of all 
the information available to the prime contractor or that either the 
Government or the prime contractor will have full knowledge of all 
information rattle to the subcontractor. Consequently, the Gov- 
ernment must rely largely upon prime contractors (1) to submit rea- 
sonable prime contract price proposals and sufficient information with 
which to evaluate them, and (2) to assure that price proposals sub- 
mitted to the prime contractors by subcontractors are reasonable, that 
sufficient information with which to evaluate such proposals is fur- 
nished, and that they are adequately evaluated in terms of protecting 
the Government’s interest. 
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When pertinent data known to the prime contractor are unknown 
to the Government, the contractor obviously has an advantage in 
negotiations. Similarly, the subcontractor has an advantage over the 
prime contractor where the subcontractor is in possession of pertinent 
data which are unknown to the prime contractor. 

Under these circumstances, and particularly where the force of 
competition to assure the reasonableness of prices is lacking, it is un- 
fair for one party to have pertinent information which is not available 
to the other contracting parties. It is essential, therefore, that the 
prime contractors and subcontractors furnish, and that the military 
departments take all practical steps to assure that its negotiators ob- 
tain from prime contractors, and that its prime contractors obtain 
from subcontractors, all available information having a significant 
bearing on the reasonableness of proposed prices. Such information 
must be sufficient to permit an evaluation of the reasonableness of the 

roposed prices in relation to known or estimated costs to be incurred 

y the supplier in furnishing the item or service being procured. 

In performing the contract, a contractor’s costs may be substantially 
lower than the estimated costs used in negotiating the contract price. 
We recognize that the contractor should receive additional benefits 
when such cost reductions are due to economies or efficiencies beyond 
those normally to be expected and considered in negotiations. It 
seems equally clear, however, that the contractor should not benefit 
from “cost reductions” resulting from acceptance by the military de- 
partments of estimates which were excessive in relation to informa- 
tion available only to the contractor at the time of negotiations. 

We believe that regardless of the type of contract pricing being 
considered for use in a particular procurement, and whether it be a 
prime contract or a subcontract, every effort should be made to nego- 
tiate a price which will be fair to both parties. 

The selection of the type of contract to be used in the procurement 
of defense needs is most important. The selection of the contract 
type is generally a matter of negotiation with the contractor. Indus- 
try as well as Government contract negotiators are interested in select- 
ing the type of contract best suited for the particular produce or serv- 
ice, taking into account the state of technical advancement and other 
factors. 

Our audits have disclosed several instances where firm fixed-price 
contracts have been used under conditions where some form of flexible 
pricing would have been more appropriate. A good example is found 
in our report referred to as B-133131 on page 12 of the committee 
tabulation. In this case negotiated firm fixed-price contracts were 
used to procure a newly developed periscope before adequate cost and 
production experience were available. As a result, the price was un- 
reasonably high and the contractor realized a profit of approximately 
$623,000, or about 49 percent of cost. Other examples are referred 
to in your committee’s tabulation. 

Where sufficient reliable information is not available to make it 
possible for the parties to negotiate a fair and reasonable firm fixed 
price, it may be appropriate to use pricing clauses providing for 
adjustment of the price after cost and production experience have 
been gained. It is possible, therefore, for the Government and con- 
tractors to provide in all cases for negotiating prices which are fair 
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and reasonable to both parties through selection of pricing clauses 
best suited to each procurement problem. 

One type of negotiated contract which has caused considerable diffi- 
culty in establishing fair and reasonable prices is the fixed-price incen- 
tive type. This type of contract provides for the initial negotiation 
of an estimated target cost, target profit, ceiling price, and a final 
profit formula which provides for the contractor to participate in any 
savings resulting from reductions of costs below the target cost or in 
any losses from increases above target costs. Its objective is to give 
the contractor a built-in incentive to reduce his cost of performance 
since his profit is increased thereby. 

Our reviews have disclosed that target prices have been excessive 
because of the negotiating parties’ failure to base target price estimates 
on current cost information available to the contractors or their sup- 
pliers. In some instances, both the target prices and subcontract 
prices on which the target prices were based were excessive because 
prime contractors were either reluctant or failed to examine the cost 
records of their suppliers or require submission of cost data in support 
of proposed prices. 

Under this type of contract, when negotiated target costs are not 
forecast with reasonable accuracy, cost underruns may be due to the 
initial overestimates of costs and not to the efficiency of the contractor. 
Thus, the additional profits paid to the contractor under the profit- 
sharing arrangement are in the nature of a windfall rather than 
earned profits. Consequently, there is a continuing need for empha- 
sizing to contract negotiators the necessity for determining the ade- 
quacy of information available and for considered analyses of con- 
tractors’ proposals for target costs as a condition precedent to the 
selection of a fixed-price incentive type contract. Another method 
of rewarding the contractor for true efficiency, product improvements, 
and advancement in the state of the art, which the committee may 
wish to consider, would be to devise contract provisions that would 
provide for appropriate increases in the contractors’ profits in those 
cases where savings to the Government can be concretely demon- 
strated by the contractor. Such additional profits would then be due 
to actual accomplishments and not to initial overestimates of cost as 
is now possible under the present fixed-price incentive type contract. 

Mr. Chairman, this completes-our statement, and we are here to 
answer whatever questions the committee may direct to us. 

Mr. Vinson. Well, Mr. Comptroller General, I want to thank you 
from the bottom of my heart. This is just exactly the kind of analysis 
that I have been looking for. There is so much meat in this document 
that I don’t know whether, in the short time that we have this morn- 
Ing, we can develop it like it should be. 

_ But I do hope that this committee can have the benefit of consulta- 
tion by our counsel and the staff with your people, so we can try to 
write into the statute some of these thoughts that are running through 
this document which can be written into law. 

Thank you again. 

It is just exactly the kind of analysis we need; and if this thing can 
be shaped up along the lines suggested here in a statute, why, we will 
accomplish a great deal, and, I am satisfied, in getting a better price 
and in saving robably an immense amount of work, in the use of the 
Comptroller’s Office. 
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Now, let me ask you this: 

You do not appear in the picture until it is all over? 

Mr. Campsetx. That is correct, Mr. Chairman. 

Mr. Vinson. The horse is gone. 

All right, then you have to come in. Would it be possible at a 
certain stage where negotiated contracts are made, for you to appear 
in the making of the contract ? 

Mr. Campsety. Mr. Chairman, I don’t think that would be feasible. 

Mr. Vinson. All right. That answers that. That wouldn’t be 
feasible. ; 

Then you have to wait until it is all over before you can step in and 
find the errors? 

Mr. Campsett. I think that is correct. 

Mr. Vinson. Now, let me enlarge on that. 

Why wouldn’t it be feasible for you, who are later on going to 
tabulate and point out the errors—why wouldn’t it be to the advantage 
of the Government for you to contribute your knowledge at the time 
the contract is being made? Why should it all wait ? 

Is it due to the physical limitations of not having enough people to 
do it, or what is it due to? 

Mr. Campsett. I think that is correct, Mr. Chairman. There are 
not enough people in our organization to do it, if it were feasible. 
And I do think it would slow up the process of contracting, tre- 
mendously. 

Mr. Vinson. And it would slow down contracting, is that it? 

Mr. Campseu. Yes. 

Mr. Vinson. Because you would require more accurate knowledge 
and more cost information than the negotiators have available at 
the time of the contract? 

Mr. Campse.u. That is correct. 

Mr. Vinson. Well, if that be true, then should you not be more gen- 
erous, probably, in your criticism of them? Because they are not 
in a position to get the information themselves. 

Mr. Wetcu. May I answer that question, at least in part? 

Mr. Campse.y. Yes. 

Mr. Wetcu. We do have a procedure whereby, of course, by statute, 
the heads of the agencies are free to ask the Comptroller General for 
an advance decision. They can take advantage of that right if they 
so desire and submit any question concerning the aking of a 
contract—— 

Mr. Vinson. That is merely as to the legality. 

Mr. Wetcu. Yes, that is correct. 

Mr. Vinson. That doesn’t go into anything, but the legality of the 
contract. 

Mr. Wetcu. Generally speaking, that is true. 

Mr. Vinson. It doesn’t go into the type of contract. 

Now, I was impressed here about the case you pointed out where 
they made the wrong kind of a contract. 

Mr. Huppixston. Periscopes. 

Mr. Vinson. Where they could have saved $626,000 if they had 
made the right kind of contract. 

Now, we lost some money because they made the contract, and we 
had to pay them, and after we had paid them, why, you said they 
made the wrong kind of contract. 
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Now, why couldn’t the Government have had the benefit of your 
knowledge that that was the wrong type of contract and kept them 
from making that contract ? 

Now, the Government doesn’t get back any money, that $600,000, 
from the example you used here. But it was the contract that decides 
it. And that contract spelled out a loss to the Government of 600- 
and-some-odd-thousand dollars, if they had used, as you said, another 
type of contract. 

r. Kmpay. There, Mr. Chairman, that would not have been an 
incentive contract, would it ? 

Mr. Vinson. Oh, no, that wouldn’t have been an incentive contract. 

Mr. Batter. This was a firm fixed-price contract. 

Mr. Vinson. A fixed-price contract. 

Mr. Kixpay. I say, it was awarded on a firm fixed-price contract. 

Mr. Campse... Right. 

Mr. Kixpay. In that instance, it resulted in excess cost of $623,000, 
or 49 percent. 

Mr. Campse.i. Yes, sir; except for the amount that would be 
considered profit to the contractor. 

Mr. Kinpay. Had that been awarded under an incentive-type con- 
tract, you would have saved 80 percent of the $623,000, isn’t that 
correct ? 

Mr. Campseti. Conceivably, yes. 

Mr. Vinson. It might have been a fixed-price contract, or be some 
other kind of contract. 

Mr. Kitpay. The only point I am making, Mr. Chairman, is that 
there are advantages and disadvantages in all contracts, and a proper 
decision of the form to use is in each instance a very important matter. 

Mr. Vinson. That is right. 

Mr. Campse.u. Yes. 

Mr. Vinson. Now, my point, Mr. Kilday, is why couldn’t they in 
some way try to analyze what type of contract, in view of the circum- 
stances, is the proper type of contract to make? 

_ Mr. Kizoay. Of course, you have a rather fundamental question 

involved there. ‘The power and the accompanying responsibility rests 

re executive department and not in an agency of the Congress, to 
o that. 

Mr. Campsetu. That is correct. 

Mr. Newman. That is correct. 

Mr. Kitpay. The Comptroller General’s influence is to be brought 
to bear here, and through us, perhaps, or jointly, toward a change 
in the procurement regulations. 

Mr. Campsexy. Unless in a particular instance they are in doubt. 
If the contracting officer is in doubt about what he should do, we are 
available to help him. 

Mr. Kixpay. Then you would not be in a position to give your views 
as to which would be more advantageous. You would be in a position 
to give the legal effect of whichever they used, wouldn’t that be it? 

Mr. Camppeti. Yes, I think that is correct. 

Mr. Kixpay. It would not substitute your judgment. 

Mr. CampseLu. No. 

Mr. Kixpay. As to the form of contract. That is a power and re- 
sponsibility resting in the executive department. 

55096 O—60-——27 
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Mr. Vinson. Now, Mr. Comptroller General, running through this 
fine statement of yours is the thought that there should be some tight- 
ening up. 

Now, have you in mind any tightening up by statute, that you could 
suggest to the committee? Or do you and your staff want to think 
about that and consult Mr. Courtney with reference to working out 
some kind of legislation ? 

Now, you do point out in your statement there—I forget now where 
it is, because this is the first time I have had the privilege of reading 
it—that there is some kind of change. Now, it says this: 

I would like to recall three essential principles regarding the negotiation of 
the contract which must be carefully preserved if the Government’s interest is 
to be properly protected. These principles are: First, maximum competition 
must be obtained. 

That is exactly what I was telling the Air Force. They are over 
the barrel, because there is no competition and they have to take the 
price. And after all the talking we have had, they have to take the 
price later on or they don’t get the article. There is no competition. 

Now, should that be written into the statute, legislation dealing 
with—“These principles are: maximum competition must be obtained, 
(2) cost information must be complete, accurate, and timely; and (3) 
the proper type of contract must be selected.” 

Of course, that latter is purely a question of judgment on the part 
of the contracting officer, as to whether he makes a contract with a 
redetermination or a cost contract or a fee contract, or an escalator 
contract and all those. 

Is there anything by way of statute we should put in with refer- 
ence to this suggestion ? 

one) We cu. Well, we think that this problem should be cor- 
rected. 

We believe, as we indicated in the statement, that the best way to 
get maximum competition is through formal advertising—if it is 

easible to formally advertise. 

However, as we point out, neither the statute nor the regulation 
expressly requires formal advertising of a proceurement that can be 
fitted under one of the 17 exceptions. 

Now, we believe that this could be tightened up so that either the 
regulation or statute might provide that in such a situation, if a con- 
tract can be formally advertised, it should be formally advertised, 
notwithstanding the fact it could be negotiated also. 

Mr. Vinson. Well, to put it this way: 

From your statement and from your knowledge about all types of 
contracts, you are convinced that there should be more advertisement, 
acre advertisement, than is participated in by the departments to- 

ay: 

Mr. Wetcu. Yes, sir; that is correct. 

Mr. Vinson. All right. 

Now, can that be brought about by a more close scrutiny over 
ay contracts, by limiting the free use of negotiated contracts, 
unless certain factors are taken into consideration ? 

Mr. Newman. That is correct. 

Mr. Wetcu. Yes, that is correct. 

Mr. Vinson. You gentlemen prepare the proper language of a stat- 
ute to deal with that. 
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Mr. Newman. We will be glad to try, sir. 

Mr. Vinson. You try your hand in it. 

And we will ask you to come back up here. Because we struck pay- 
dirt in this statement. It is exactly what the Congress needs, this 
kind of information. 

We will keep in touch with you and we will work it out—Mr. Court- 
ney and the staff. 

r. Bray. Mr. Chairman. 

Mr. Vinson. Mr. Bray. 

Mr. Bray. I regret that we didn’t have this statement early in this 
hearing, because you have brought out some matters that I would like 
to have questioned some previous witnesses on. 

I did go into that in some instances, but I didn’t have the value of 
your thinking. 

I think the next time we have this, Mr. Chairman, we should have 
them here early. 

You have given us some very good ground to work on. And we 
hope you work with the committee and with the counsel, to try to cor- 
rect some of these abuses. 

It happened I had a letter this morning from a constituent of mine, 
who is in business—he is a professional man, who was asking some 
very embarrassing questions as to what was going on. In fact, I think 
I will send him a copy of your statement, because it shows at least we 
are trying to do something about it. 

Mr. Vinson. Thank you. 

Now, Mr. Courtney, I want you to contact the offices in the depart- 
ment of the Comptroller, and to see if you can’t work out something 
to lay before the committee with reference to trying to emphasize 
more advertisement, more competition and less negotiation. 

Now, I hope we will be able to accomplish something. 

So we will close the hearing with this magnificent statement of the 
Comptroller. 

We will get into contact with you. 

Thank you very much. 

Thanks to all the witnesses. 

(Whereupon, at 11:50 a.m., the subcommittee adjourned, subject to 
the call of the Chair. ) 
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(The following data was furnished by the Air Force relative to 
recoveries made in connection with contracts reviewed by the GAO:) 


Excessive costs and recovery data—Selected Department of the Air Force 
’ contracts and subcontracts 
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APPENDIX 1 


MILITARY SUPPLY, SERVICE AND CONSTRUCTION 
ae ne See ee Se > 
SUBSTANTIAL 


October - December 1959 
July - December 1959 





A net total of $264 million in military prime tract p t actions of $10,000 of more 
was awarded to firms in substantial labor surplus areas and industries for supplies, services and 
construction during the October-December 1959 quarter, compared with $854 million in the preceding 
quarter. 


The decrease of $590 million in the total of such awards was caused by a sharp reduction in 
the number of areas designated by the Department of Labor as having a substantial surplus of labor. 
Thus, the 25 major and 50 minor labor surplus areas which were removed from the list in July-Septen- 
ber 1959 accounted for $600 million of the awards to such areas in that quarter. 


During the October-December quarter 4 major, and 13 minor areas were removed from the list of 
areas having a substantial surplus of labor. The major areas removed were Bridgeport and New Britain 
Conn., Louisville, Ky., and Albany-Schenectady-Troy, N. Y.. One major area (Brockton, Mass.) and one 
minor area were added. 


The number of labor surplus areas has declined in every quarter since July-September 1958, when 
there were 284 labor surplus areas (including 89 major areas) compared to 144 labor surplus areas 
(including 32 major areas) at the end of the October-December 1959 quarter. 


Table 1 shows procurement in the current quarter (October-December 1959), the previous quarter 
(July-September 1959), and the fiscal year to date (July-December 1959) for areas that were desig~- 
nated by the Department of Labor as having a substantial labor surplus during all of a part of these 
periods. Also listed are areas which were certified by local state employment service offices as 
areas of substantial labor surplus at the request of prospective contractors who wished to receive 
set-aside preference in bidding for individual procurements. 


In cooperation with the Committee to Coordinate Federal Urban Area Assistance ee 
labor surplus areas are identified for the first time in this report by underscoring, and are sepa- 
rately totaled. Such areas received $86,733,000 during July-Deceaber 1959, of which $1, 613,000 was 
avarded as a result of preference actions. A chronic labor surplus areas is one which is identified 
by the U. S. Department of Labor in its publication, "Chronic Labor Surplus Areas, Experience and 
Outlook", July 1959. 


During the October-December quarter a net value of $4.5 million in contracts of $10,000 or more 
was avarded to firms in labor surplus areas and industries as a result of preference actions invol- 
ving set-asides or tie bids. Preference actions by department and area are shown in Table 2. 


The authority for set-asides was established by Defense Manpower Policy No. 4, which was orig- 
inally issued in March 1952 and revised in November 1953 to encourage the placing of contracts and 
facilities in labor surplus areas. From that date through December 1957, the Department of Defense 
issued quarterly reports showing the net total of supply contracts of $25,000 or more placed for 
work performance within areas of labor surplus. . However, coincident with the increase in the labor 
surplus problem, the Department of Defense placed greater emphasis on the labor surplus area program , 
and effective January 1958, obtained reports on all types of contract awards of $10,000 or more in- 
cluding supply, service and construction awards in order to obtain a more comprehensive picture of 
military contracts placed for work in the areas. 





In a set-aside preference, portions of the proposed are reserved for negotiation 
exclusively with firms in labor surplus areas, at prices | no higher than those paid on the non set- 
aside portion of the procurement. In a tie-bid preference, awards are made to bidders in labor 
surplus areas whose bids match those of competing firms outside labor surplus areas. Normally in 
@ tie-bid situtation a drawing is held to determine which bidder is to receive the award. 


Office of the Secretary of Defense 
10 March 1960 
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MILITARY SUPPLY, SERVICE AND CONSTRUCTION 
PRIME CONTRACT AWARDS OF $10,000 OR MORE IN 
LABOR SURPLUS AREAS AND INDUSTRIES 


October - December 1958 


The net value of military prime contract actions of $10,000 or more awarded to firms 
in lebor surplus areas and industries for supplies, services, and construction totalled 
$3,224 million in the October-December quarter of 1958, by far the largest quarterly total 
gince the program began in 1952. This represented 58% of the net value of all awards of 
$10,000 or more in the U. S. and its territories and possessions. The total of $3,224 
million was $700 million more than the previous peak in April-June 1958, and brought the 
Calendar Year 1958 total to $9,060 million. Table 1 shows figures for October-December 
1958, the previous quarter year, and Calendar Year 1958 by department for each area and 

_industrys Included ‘in these figures are awards to textile firms that qualified under the 
program but are located outside labor surplus areas. 


This table lists 292 areas that were designated by the Department of Labor as areas 
of substantial labor surplus during all or part of 1958. Also listed are 50 areas that 
were individually certified as areas of substantial labor surplus by local State Employ- 
ment Service offices at the request of firms in the area bidding for an individual pro- 
curement involving set-asides. 


Changes in Labor Department designation during the October-December quarter included 
the addition of 5 smaller areas, the deletion of 6 major and 11 smaller areas, and the 
certification of 11 areas on the basis of individual procurement. Considering only the 
lebor surplus areas that were included in both the third and fourth quarters of Calendar 
Year 1958, awards to firms in these areas accounted for 56% of the U. 8. total in October- 
December 1958 compared with 47% in the preceding quarter. 


Actions taken by the Department of Defense involving set-aside or tie-bid preference 
during the last quarter of Calendar Year 1958 resulted in awarding 459 contracts of $10,000 
or more with a net value of $25 million, bringing the total value of such actions for the 
year to $83 million. These preference actions are shown by department and area, in 
Table 2. 


The authority for set-asides was established by Defense Manpower Policy No. 4 which 
was issued in March 1952 to encourage the placing of contracts and facilities in labor 
surplus areas. From that date through December 1957 the Department of Defense issued 
quarterly reports showing the net total of supply contracts of $25,000 or more placed for 
work performance within areas of labor surplus. However, coincident with the increase 
in the lebor surplus problem, the Department of Defense placed greater emphasis on the 
labor surplus area program and effective January 1958 obtained reports on all types of 
contract awards of $10,000 or more including supply, service and construction awards in 


order to obtain a more comprehensive picture of military contracts placed for work in 
the areas. 


In a set-aside preference, portions of the proposed procurement are reserved for 
negotiation exclusively with firms in labor surplus areas, at prices no higher than 
those paid on the non set-aside portion of the procurement. In a tie-bid preference, 
awards are made to bidders in lebor surplus areas whose bids match those of compet 


ing 
firms outside labor surplus areas. (Normally in a tie-bid situtation a drawing is held 
to determine which bidder is to receive the award.) 


Office of the Secretary of Defense 
20 February 19599 





| 


430 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 




















a 


ae 
i it 


; = 4 § 8 a 
a - a 
: ; CRRTARZS °° SS 'B S' FA' 4 ASAges ger 
a al a “ g a .. a 
yg 4 RE 
: 4 “aReR°RS 8 ° 8h 87 258 & ORRSRARRE 
) a~ +] a 5 a a “ 
2! is) 
“ehek3S 2 8 BY 27 SRB 9 ERARBERER 
g bs aac b | +} os § nm % N a A®d 
q oggo°o°Re v4] °o 1o g' aR! ° o ° ° 
} d : Pog é BRE Roag 
p-\ Lal 
Q cagaagge ° 2 ‘Hg Bo © sEtmEAKEg 
| ; “i 8 ae 
g a °3g°S°R° & ° 83 a ‘ ge ' 2 ERR OSA 
d ww ~~ q am ot 
: i “Ee7"gas° g = SR g' BR’ 2 FZPSESLMER 
= - Py 4 4 
2! [.*) 
: : — ss 5 o 1o 4" Ra! °o agape gee 
a “ B an 
2 a 
omgoogse 8° 9 RR get oA agasoERRy 
‘ 4 a a g a & 
E 4 i “Rges°Fg 8 ° TA B' OOS FS CBAgRENRE 
r) “ a o > 
a “Ghatghs g§ 3 'R B' ARG F SHRGKHISR 
f q a 9 Nn =a § N s col 
ii RARRRARK RK KR RR RR RK RARRARRAK 
i Shagghed og 8 "ea" ga” 8 gagagagar 


i 


guild jl 





FL ee TET OT 


















Amounts in Th 


OS heed 


oats 




















PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 43] 

















i 2 HORS - 7 a BRaKe ore? Ras ° RRR? Boog BR° . 
¥ 4 n 8 iy} “4 a a” 
RORQN H'SR RHR HMEARRBA geugayEM eApARIags 
: 5 4a Py ag _ 3 
; ageaa gene oomeS® REORENIS? §=RESEAREX FE° ‘8's 
3 gc dae vd de pat) a wn gra 
j 2agg8 a — meangnasee ae gMBAL AGRE 
-) a aw Me Nn .-) a0 om nu a 
i ae Re o100 oo "a°° g7agrere? Re oogge° | "P' Rg? 
P a g Q wo 
i i Soogy oraeo 72 ae~ SRPSS Seno a aggen® BOERS ' BO? 
i Hogge fac? oo "2g° aE koogas ' BERGE? Aye oo one 
3 ad’ a as av 
i aggea Bade og'gge Bgsgeegas B'SHSEE° ANPER' AE? 
a R a an a >} on 
i °g°g8 o100 oo "eee —?e . Bg°°SHS° ooo "Ree 
4 nm g _ & ww 
H Seags g'se o4 ‘ao? Boooyoagye Ro AVesse CRESS EAR 
4 o ad a 
i ogpge B'A° ore. groegeg° dgSaRFR* RR” or Ese 
Spage git? case gRoggegRe BHNANRER RRLeR Ag 
oP a a mo a og = Oa 
ii RRARRR R_RR sors aa RRRARARER RRARRARRRAR ARR hey ie sp 
AYs) yugay WSR SEAR RASS EE PP 





Amounts in Thousands) 


aa 


ult 





Labor Surplus Area b/ 
Connecticut (Cont' 
Norwich 


gd ul 


a las 











432 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 




















rr ih i! 


"hilton, W. Va.* Bow 53 


Jat uel 


i ag a let | 9° 3°8 g'are Q aAe° eRe eH Rs | 

, q 8 

ig at * 

AO a ee ee oe ee 
a ) 8 ) a aa 
| ” 
$8 RBH RES Fo BRR REARS BRRRCGRPESRE & 

| a sc a cv § ae rad A 

» oo A 

SR ATMCQgTRER AE BER ERK gAReReeRTEDSER g 
- a aw ” rN ~ mo PA Ft oF ol? vy x 
a a zF R 
og Sooo00CCOgS Co Oo ooo K'OSf PBronoospyooogo 
3 3S 
& a 
“ 
g° coooggo°ga ° 4 °85 B'lok o ' BL ROOMS REG g 
a a n ¥ 
oo 
4° ORB PORES °° aga 'gMeO &' S95 HOARY g 
a = ~ + ea a 
“a + 
MQ CFOS ZRCRSE © GF SHR F'RIR KR RRSsEERRGAZ & 
< - 2 a9 = a 
ms ~ J 
oo eocepocese 9° cog 2°oRe 0 FooRO ENDO RNR T ° 
8 
” 
MZ COM$HEROKS | g CMR PMSES HiAsECGARREg g 
a ee g a 
* Ss J / 
g° em: i all oo ASK Boge @ 'BRAAgEsAgERS g 
~~ ww a ~~ ' 
x a 
$8 OS°REEZER BG ARI g'RSS E'SREMESRSESET 8 
~ e oa a = | a go: 
4 ~~ J 
RK RARRRARKAR KR RRR po pe pA peeps QRRRRER KR 
RY RRESAEE IIA & $3920 9°9SS 9992299944228 3 

















(Amounts in 











oe 


PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 433 




















(Amounts in 
Labor Surplus Area b/ 





j 


ls 
| il tt rm sul if 


3°R | M°SS7SR' 'og° OagRe°g conse eee g' g ‘ "Rd oO ol i“ 

e a e- ¥ 8 a e - r) ) 

aa agQETa ‘#aus oe 84 °R* RRS ene g ' 5 ee ‘3S o.lUP 

8873 oase <b’ agge Ro eRe age’ as 43 § ne 

S28 E*AAZORORSEED RONENREGAETATE OG UHR °° 

g seg ag Ke g rv) os a 

R°°4 oe el ie <<. e g 890 o (oO 

$°°5 e'AReag ‘ ‘3°R° 2PORFOR*OQCO see | ' E ‘ ‘Ee o oO 

A ~ = 

gas A SR2SEAES BR PPSRORGTRERCR'R GR BS 8 

“ oe é 

E5°g g'AEISHAARAR' ETREERATANESR'A Bg '8'E °F 

a et ial ae 23 

g°Ry ROS MH ' "oSRe “1 see z' g ter ‘d o.U6° 

d a g a 3 

GOD PABRABE' ORAZ coBRocS tomes RY g thd oo 

Qn7% CCAENDA' RAN Quaggsg ngroRAS gg EE gebicts 

a 4 a 

a ker Ol ed ee 
oy RARRRERR__RRAR RAKRARARR_RARRR RR R R R 
ay oh YES TT oo 


i 


El Hi 





















$3'S' °aF A BOHRSBERE'' FB 
3 x a er Yel 

= + 

Ag'S' °A" & BREARRGRR' 
—-— argadts 

* 

QSGRE °RR ° RERTRRESTS 
“a = “i saenge 4 





434 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


g's RR eRe ° Bans geal 


Ne 1) ang 


037 


pgpeoo 


"RESTACR eagay 
aa 


~ 


20 


GRRSARS°S FARZY Ae 
mg 


= 


a 
A 














Amounts in Thousands 


Labor Surplus Area _/ 





City 


gang? ES R QRRAEIGITs R  ARARIETSE METRE Oe 
“9 § Addagarg oe i 
: & g °s? 8 ORES ERAGE * ‘ & q*sereg?s aaa | oP? 
o4'g" = 3 MRRIAaSF'' ' a" mea gor “eas goo 
dg'8' °88 8 CRRRREESG' RRCGRRRSN CoagE see 
da'g' °¢S & °BEBRERER'' &  gOC8FERSR oBRER Ae° 
a 8 a afdg* g “dW ag 
agg’ °#° © emgeRgege'' §  g'°°°RESA coaRA go 
nw e ee +) Sata 8 — 
5R'g" oma KB ORERARERS'’ —* A SRSRUPR S°RaB B°° 
| i Re Bakes | eh ad Bag 
a 2 AAMOG =a wn = R 
SAGE °F2 & RERSAEAT's G B'aRegess es gaa 

q — R RRR A tae > KR RRRRRRAR RRRRR RAR 

fi] aes” sys 2 pusgaaaas PP'URASagh ABER 28 


wll ui tht salle 




















PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 435 


y I “er 28 Bs oo & ee R anges RES RSE RAY 
© | 2g4'R° fag RHOOOR' °F g° g° ° “HRS ESE AR° oO FESIRES 
a 3 daiwa 

agate” “BA SREASH' °F Go 4 ™ ie i SF QaRGRAERE 
;, png aes aSRA SES “RES gh S AZRRAZE Gag ag hargege 
g oO an“ aw co ae 





S£'S' ogo eoocceg eo Ko t° 9 Poa gage CagoENgoRCO | 
gv a ane 


a 
n 


ub $ 








ggia' Hg ecooco! Co g, Re ° oomggRe ogyooommoccce 
<2 a On z 

: | "84'S" °8g R°gogs ' eo go #° ° oomagae ROCO MMOS RMON 
a ¥ a 

> 43g'a' nee R°g°RsB °° ¢° g° 3 °° RERRS PARSE HS PLogl 
aia oge 

Y ogg 'se g°og ies °° BS R88 R°SRERS SOR RAR TIES 
ao bs 8 wo a 


BRR ¥re oyooeg: eo 0° 3° ° o°ggKne jocoogooopes 
a my 





RapRCS oHg cose UR: °3 R° ¢° ° °° 8RER° gaganeccsa° 
SZERES &5R owao nee °$ aS ae & mene AMZARSR® RURS 








af] RRR RR RRR RARARARK_ KR RA +7 ; RRRRRRK spannannaeae 


wuaGh a2 Raneaa™ 1 a & F4ag72h shall 





c 


il ll it ial Haobh Wi 











(amounts in Thousands) 
| tebee Suxpius Area b/ 









436 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 




















i ii ab Haida hk ill nT th 


’ R3S8° oo °o ‘gk seteee °ge speenpear E°RRSROR OA “es 
a9 a Cay w gr 
E ABRAE °3° 3 ‘ yo eae °§° seretee Aeegg sara 49389 
p be on ~ a gaa ga 
RAGES 88° AAARAMEAAR HRSA TAINS §=—-RARCSARRE ° 8 
— 2 CK oe gare 
SEBRR 4° BAMereRgeggRATAIGIS §«©ESMERCESER sh REE 
— a 4 qoeaee- oar) 
* = 
“Bar° eco oromrrnns ee eereenne g°Hosgoeee ‘2E°8 
# - %, 
aaR9° coo ROSH? Ts Op SRE Vara ss AI°ARTFAROA ‘AER 
. « a a ow ao 
' BRE’ 8°° «CIMA HRR™IORA A's ~~ BRMOKpCORR ‘oneg 
a 00 a Am 
BBRE° 8°° OR IRA ARR Toga T sss BRA RRSERED ‘$982 
ga a a “3 a a ay 
R9R°° ooo a ee ee gorcegears °Bgag 
=< a a § 
BAgRS ooo orgor $900 (OEE E S00 08 gAcReNFoae sERgg) 
1 aa a Py) 
r ggae° coo RARE ‘sR! ot "She" tentge gaccescocge °BRad 
a a ‘ a & a 
* 
SRG °° RAGE HT BATT Rs GUORNEIIES sREgE 
* ca a ) 42 
* 
RERRR RAR R_RR RRR RARRARKRRKAR RRRRR 
ii S244 SRR AMBP ZRrPPPPr, pag ydaasy Badal 


















































PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 437 

















_(4mounts in ) 
Labor Surplus Area b/ 





| til id i 


A j 
sith 


a 


Provo f/ 
Vermont 


RA ARG PAE NE 228 Es aeggert 2 ge 
ag a2 5eg coe ge BBR OR! a 
Nn - a2 “ no a “ ada i) 
eg EQ Sig RAR °R 7% RR RE gngaage ° aR 
qj a o 9 g dao a net oO rv.) 
SR2 8 gee hg OR * SES °R® SRERBRT BR RE 
Sew Fr ag if aMegE ot s 
°3 o.U6°6 gc ooo °-¢ ' wee °*s' oogeae° fo} ce 
r g 
og oUCe g°>$ pie | aa J ges Mg 34B8°°S g oo 
w an N nnn a 
ae 2 ° gag R°S “a aes °ge °° &° °o a4 
Ape am hE AG MRA “UP aRETEg Bas 
°g 9° 6998 «795 °G * BAR OR’ CPEEECE «6° = RS 
x 
Ag °o - 4 ha | ore F 3-4 ' Beh 2 &gsge°° Py Re 
a “ “ a dt 3 
age RR COR CE RAN CR’ NRRRSRA BR 
a a a g aA # 
ag $P BSR 3eY 48 ' AER oR’ GANaGRE & gS 
a a ao gia a jvagg =< 
; aa XX ARR ARR KK RRR RRARRRAR RK RR 
i] agegge) eo > bn - Wuuzaas & 4a 








438 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 



























Labor Surplus Area b/ 


a 
hil judul 





o1neg goRozoeRE pocoo © 0° og + '9ogge 
- a 5 

Saag *BRRER RE aS*aa & BRE “ae 
*RaoR 832° ASKER grag = ARR RAKS EARS 
q os a a 
oRaag RERRESSRS BESAR RBA GF AgQakang gnes 
3 did t dg éa a a rS 
Ba PITTS Rea 
4 d 

Siggy cgogocoge goaq? ¥ ae Oot ts socoge 
o 1goR ConoR SNES geade 5 °° AS OA ARIE OBO 
2 agg RONHESIBS grag © ae ARES 'ARIGSRS 
aa 4 2 r 

SE a TT ew 
a = m7 

Sroga ogagecogs -* _— a 
a a > e 

Reem = TESCARRRE Rocog © co "RAR TORARS 
ad a 

REAR ASRRRTSRS : ial jae. 

- s 
Tew Trae ae TT ew Thee Th 


ly 











— 














(tmounts in 





(=r) 
oD 
= 
i} 
mM 
AZ 
i) 
me 
is] 
a 
& 
°o 
> 
[oj 
< 
a 
a 
E 
M 
<3} 
oO 
_ 
5 
= 
(om) 
Pu 
& 
vA 
& 
a 
<2) 
[=] 
Pp 
o 
(=) 
ie) 
a 








e 69 9 
$ oot'y §=$ LxS*ET $ Of'GT OF. 





























SS ae 













Aceede 1° R' eor 


8,593 


peococo 1° g' geo: 


$18,02 $8,533 
18,642 


eoooomo°o 


SR°eeges 5 


440) PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 























a 








) 
Labor Surplus Area b/ 


(Amounts in 


‘ th i ih lt 


ma if i | | eaRos 89 97 °@R CAR ARSH SF BRAC 
4 fol os 
3 a q gapas 49 g2 keg Seqeaggg she F_rnay 
8 3! a ry) 
d 4 al oooqo ° a or ecooocooe °o o #1900000 
Q gy] gl a 
§ 4 4 ecoooo °o @* eor egoegyygeoo o's goers 
re) ce! 
oo 
g iB 4 ql ">_> 32 § Oo: ecooooocoo ego *gn0°g 
: rl 
ww : 3 >) q coonqe 32 3 °o ' egoegseoo 248 ‘sae a 
i i 
5 i amoooc 1o 3" oor eo0000900 o:10 ester 
ies. 
pooco 1o g' geo: acoooooo0°o g!Y° ‘g°°rr 
Lit i 3 
iy 4 | egcocoo So R ad SPAONSSR oro egee E 
és 
! a q gaeee €' Rog ARKO ARSR GIO RAOOSE 
ig a a 
ya, RRRRR 58 a RR RRRRARRR R{R LRARKR 
il g2gn8 YP ed ok 
> 
| 








lh 





























| 


in 
Labor Surplus Area b/ 


PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 44] 


Booe' 























ih iil 


Hil ol final 


} rs ges sece © 00 00 010 ereccccegopgeoce 
q 
* 
E i og neogvane @ ©o Ho gle groggoccogocogg conn: 
© os 
i og °S' SAR ® as °? Bgh RAQss OESZR° CASE °ZaES 
ad 
j SR ReHVMSEMR -@ BH AF BRN BrasAresre saa BRRQS 
Aan - 
bead - 
i eo 0011000 © ©0 ©20 010 ©10000000000000 goop: 
iol 
E| 
; 22 oom goo © ©0 C0 g!0 cr1ECCCCCOgOCOYY COOK: 
iF og oo1 1gKe o go Of BI° BiMgPoRyooooege § codgA 
* 
°s cog ‘BAe o go Og g'° B'ASIOKLOHCOCRA gonga 
- 
go 011000 © ©0 ©0 010 G1000000g000000 ooogs 
* 
Oy CO1t000 @ co C8 Bro QreggoccococcogE cong: 
oy og roog + oe S'w S'PoHegRocogen ogaya 
ee 
2% og! 100K ® BH °° Bh E'sagnorgoooang ORs gm 
we 
f ry re RA RR a8 A, Semanmenees open 
i : vi gaa 4g 49 27S gUaaRRaad22aaa = 1422 


il 











roongmoons1oo ee | 


R 
a 


'Hogoocooroorrs 


Dad 


grace RS °F RAR 


* ° 
AORRALT BFRARRR 
add 


& 


“> 


ae 


RBg're 


aSRR 


442 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


ooo RRR EON 


o09°$SSAg'' 
a 





Ary Navy Air Force 


ve ae 


- 
'gooo°°o°o roorre 


7 
Z°RCOCOOHOAR'S 


8 
”- 
QRRAROORSOAR' A 


* 


19 


ag 


tte 


Pj 1o 


eoooWqooog: 
© 


aw 
ore? een"? *:* 


oi Vintec aia 


CFOORHSOG'' 





sooocooomriootts: 


a 


7 
sroogoooo roots 


7*- 
Seow Tele kee 


*- 


ali iad ta tad RES 


ad 


peng 


oroetEcoa* 
coooaggedg'' 
San ‘gs 


°° °RBRRAR'S 











Labor Surplus Area b/ 





RRARRRR_RR 


att itt the | haa 


city 


eu 


Michigan (Cont'd) 


—* Wis.* 


Mar 568 


St. Paul e/ 


ARARRRRRRR 


paguaauga™™ 


fill il] adits 








oon SM 


679 








NT 





ee 





(Amounte in Th 





Cal Year 4 = 
|__________ Jamary - December 195 _ 
Navy Air Force 


SSP Peers _—— ae 


ogg '2 


on 


eooo 


egoo 


PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 443 


ooopo 


oR gE 


ARARA 


18 
1,530 
Pad 
31 
39 





Navy Air Force Total anw 


Arny 


a Rs 


” 
ogo +e 


5 agg 


ooo1o0 


A L 5-3-1 1° 


eooo 


eooo 


ecooo 


eooco 


eoooo 


‘eCOgoe 








Quarter 
= December 1955 





eoo1o0 


SR 'S 


oogae 


OB has 


ooo 


“= 


on 


oR 


eooo 


cooo 


oosno 


cone 


ooogyo 


COO RR 


accge. 


A°° Ss 





Date 
Desig- 
nated 








in T 


EER AN 
Labor Surplus Area b/ 








55096 O--60-—29 


RRR_R 


PRURUREER 2Ha™S 


ARR 


gbg 


NH al Sh 


Mer 56 
Feb 55 


Shelby-Kings Mountain fe 


RK 
oF 


RRRAR 


gage? ‘an 


it litt bh 


ARRRRR 


ayaga 




















aceegrarc 


444 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


































: 
sik Alt Hy} i ot Hl a | ! Ne 


O1rocorrrene Oqoorrsanes APOC AGSOS 4g g oggo: 
- 
RAggagengsgyeassagas §=6geoRRgnees A RF ORNGER 
PAgSsgesgsageatazgas. Fasnasygeg Fa RB F AHRREe 
i oroornrtrere ecoortettrene ecoooocoooeoo se ° ecoor 
y| « 
oroorrererbe Oqorrrnrs oe CFR2R PER? ? ga § eogygo: 
i 
ar e'go'seag ogo ef eovee ROCORRCOSE og b) gacge 
_- 
4 o*gosmeag°soge*asss:: ROOOMERSOE PR g Qrage 
te 
i Oroorrtees Coorerttes cooomopoce °° ° eoco: 
a] « 
: eoroorteter ecortrrnrereene HAI°ggAgQee RY a eooor 
: L egoo ‘sh! ‘'' Baa seeee Q* FOOOEROROS °3 & ge°s' 
* 
eoygeo ‘sh! er ‘SRA seeee QQ SAIORAZROG RY 2 gecs' 
R RR RRR RARRRRRRRA & RRAR 
| PPP a a > baP 


é 








PRET 1 BIEN OP 


— 











) 
‘ 
ee ee Bae Oo 














———ee 


ON IT EE el 


Na TN NESS 





PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 445 














(amounts in. 





‘Labor Surplus Area b/ 


Be ti 
ji Af 





ull la 


Steubenville, 0.* 


wil : 


ooo ° ‘ ecoooooco a@ce °o stetrttetooo0ro °o 
- 
eae % ' bites ca! sd oon s er tet@eopro °o 
' ow 
"$8 ° R BRRAPRRS Ro fo BARRAAGSSS 86g 
a 
-~ 
Seg § R SREAERGZ © RY S aansargess g 
a 
-~ 
ooo °o ‘ eceoooocococo 4°e°e °o sttetrtoooro0 o 
7 
qeo § ' belie 9 ics ah °o stettetooorso °o 
a 
7 
Age g ‘ COORRAES e°R °o ag ‘ Baageess -} 
: a 
7 
ooo ° ' ecooooco ooo o setts oooro °o 
- 
ego s ‘ ececoocoooeoco coo °o seer sooo °o 
. 
OAR °o R CORREO AGO ooo °o ‘ Le Or? g 
. * 
og 8 coonRe °o eoo 9° oome tonpg1o 
g 8 &R rg ° geo 
a 
RRR KR RRRRRRER RRR RK RRR KR & 
i] ay b> aaa dae PPP 


! 
ii 











Wi 7 
i toa IF 








alts 
Vili 
| 
iE 
j 
i 
j 
| 


Syessss ii 
dddddabadg 


vant any 





in 





the 
been 
sv Net value for the period of time each area was designated labor surplus area subsequent to January 1, 1956. 


by the 





located in the area. The certification is for a specific procurement only. 
e/ Removed from Department of Labor substantial labor surplus list in October 195%. . 


2/ Removed from Department of Labor substantial labor surplus list in September 1958. 


commmities in the area. 
@/ Aves individually certified as an ares of substantial lebor surplus by local state employment service offices at the request of firms 


g/ Does not inclute data for January-March 1958. Textile Industry data for this period are not available. 





» kpril-Septesber 1958 preference data cover procurement actioss of $10,000 or more vhile data for January-March cover actions of $25,000 or 
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MILITARY SUPPLY, SERVICE AND CONSTRUCTION 
PRIME CONTRACT AWARDS OF $10,000 OR MORE IN 
AREAS AND INDUSTRIES HAVING A SUBSTANTIAL LABOR SURPLUS 


April - June 1959 
Fiscal Year 1959 


A net total of $2,205 million in military prime contract procurement actions of $10,000 or more 
was awarded to firms in substantial labor surplus areas and industries for supplies, services and con- 
struction during the April-June 1959 quarter, compared with $1,708 million in the preceding quarter. 


The increase of about $500 million in the total of such awards, despite the removal of many impor- 
tant production areas from the list of those having a substantial labor surplus, is primarily the result 
of the heavier volume of total procurement in the April-June quarter. Awards of $10,000 or more for 
work performance in the United States totalled $7,426 million in this quarter, compared with $4,782 
million in the previous quarter. 


The ratio of awards in labor surplus areas to total procurement in the April-June quarter was 30%, 
compared with 36 in the preceding quarter, reflecting the reduction in the number of areas classified. 
For areas which had a substantial surplus of labor in the entire 6-month period from January to June 
1959, the ratio of awards to total military procurement actually increased slightly from 27% to 20%. 


Table 1 shows procurement in these areas for the current quarter (April-June 1959), for the pre- 
vious quarter (January-March 1959) and for Fiscal Year 1959. During the Fiscal Year, a total of 
$9,323 million was awarded to firms in labor surplus areas, compared with $3,752 million in Fiscal 
Year 1958. It is noted that data for the first half of Fiscal Year 1958 do not’ include service or 
construction contracts, nor supply awards between $10,000 and f  oreee but it is estimated that such 
awards would not have added simnificantly to the Fiscal Year 1958 total. 


Table 1 lists 310 areas that were designated by the Department of Labor as having a substantial 
labor surplus during all or part of Fiscal Year 1959. This number includes 78 that held such desig- 
nations earlier in the year but were reclassified prior to June 1959. Also listed are 53 areas for 
which local state employment service offices issued, at the request of a bidder, certificates of 
labor surplus covering an individual procurement involving a set-aside. 


Changes in Labor Department designations of areas of substantial labor surplus in the April- 
June quarter included the additinn of 4 minor areas, the deletion of 14 major and 25 minor areas, and 
the certification of individual procurements in 11 areas. 


Department of Defense procurement actions involving set-aside or tie-bid preference during the 
April-June quarter resulted in the award of 338 contracts of $10,000 or more with a net value of 
million in labor surplus areas and industries, bringing the total of such awards in Fiscal Year 1959 
to $96 million. Preference actions by department and area are shown in Table 2. 


The authority for set-asides was established by Defense Manpower Policy No. 4, which was origi- 
nally issued in March 1952 and revised in November 1953 to encourage the placing of contracts and 
facilities in labor surplus areas. From that date through December 1957, the Department of Defense 
issued quarterly reports showing the net total of supply contracts of $25,000 or more placed for 
work performance within areas of labor surplus. However, coincident with the increase in the 
labor surplus problem, the Department of Defense placed greater emphasis on the labor surplus area 
program and, effective January 1958, obtained reports on all types of contract awards of $10,000 or 
more including supply, service and construction awards in order to obtain a more comprehensive pic- 
ture of military contracts placed for work in the areas 


In a set-aside preference, portions of the proposed procurement are reserved for negotiation 
exclusively with firms in labor’ surplus areas, at prices no higher than those paid on the non set- 
aside portion of the procurement. In a tie-bid preference, awards are made to bidders 4m labor 
surplus areas whose bisis match those of competing firms outside labor surplus areas. (Normally in 
a tie-bid situation a drawing is held to determine which bidder is to receive the award.) 


Office of the Secretary of Defense 
5 October 1959 
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Small Business 


Amount 
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JAR or 
a 


8,150 
19,225 
2,531 
4, 264 
38,736 
1,632 
73,305 
1,22 





July-September 1959 


Percent 


#33 
a 
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16.7 
1s 
0.1 
3.0 
0.3 
4.0 





$5,209,705 
156 


4] sgh 
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9,895 
473,158 
4,621 
127,125 
10,998 


167,40 
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Table 6 


July-September 1958 
100.0% 


Percent 


15.9 
2.8 
34 
0.3 
(-)o.% 
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a} 4. 8369 
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Fiscal Years 1959 and 1960 To Dote 


4,021,712 


1,0. 
aE 
2B 





Total Amount 


95,021, 88 
“peda 


112,954 
11,960 
(-)14,877 
43,072 
372,763 
39,317 
138,918 
12,730 


639,67% 
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NET VALUE OF MILITARY PROCUREMENT ACTIONS, 


Program 


(Amounts in Thousands) 

















Airframes and Related Assemblies and Spares 
Aircraft Engines and Related Spares 
Other Aircraft Equipment and Supplies 


Aircraft (Total) 


Separately Procured Containers and Handling Equipment 
Textiles, Clothing and Equipage 
Military Building Supplies 


Other Fuels and Lubricants 


Non-Combat Vehicles 


Combet Vehicles / 















































Quided Missiles Systems 
Tank Automotive (Total) 
Fuels and Lubricants (Total) 
Construction 


Ammunition 











18.5 
18 
CHART IV 


182,58 


SE OPEN OT eee 


Line; data by program are not available for actions of less than $10,000. 
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Table 1 
NET VALUE OF MILITARY PROCUREMENT ACTIONS UNDER FORMALLY ADVERTISED AND OTHER CONTRACTS o/ 
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Table 3 
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Fiscal Years 1951 - 1959 


FY 1952 


4 
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NET VALUE OF MILITARY PROCUREMENT ACTIONS AWARDED TO SMALL AND OTHER CONTRACTORS Y 


Procurement Action Category 


TOTAL 
‘AL 
Air Porce 
Air Force 


Army 
Navy 


(Amounts in Millions) 
Air Force 











FOR WORK OUTSIDE U. 5. 


EDUCATIONAL & NON-PROFIT INSTITUTIONS b/ 


Ai. Force 
Air Force 
SMALL BUSINESS POTENTIAL c/ 
Air Force 
Navy b/ 
Air Force 
SMALL BUSINESS PERCENT OF POTENTIAL 


Navy 














WITH BUSINESS FIRMS FOR WORK IN THE U. S. 
WITH SMALL BUSINESS FIRMS 








412 


RN SS ar eset BOERS 3 dS RO Wakiads ese 


data on Efucational and Non-Profit Institutions were included in the data for “business firms for vork in the U. 5.". 
of $10,000 or more offered to small business. 


0,000 and actions 


bh 


ST, 


Air Force 
SMALL BUSINESS PERCENT OF TOTAL 


Air Force 
For definitions and coverage, see Notes an Coverage. 


Prior to Fiscal Year 19' 
All actions of less than 
Not Available. 
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(Amounts in Thousands) 





Program 





TOTAL 


INTRAGOVERNMERT AL 


FOR WORK OUPSIDE U. 8. 
EDUCATIONAL AND NON-PROFIT INSTITUTIONS 
Act = 











Guided Missiles Systems 





Combat Vehicles 
Other Fuels & Lubricants 


Electronics & Communications Equipment 
Petroleuz 


Tank-Automotive (Total) 
Fuels and Lubricants (Total) 


Ammunition 




















Procured & Handling Equipment 








Textiles, Clothing and Equipage 
Military Building Supplies 








Production Bquipment 
Construction 

















Services 








rage. 
totals on this line; data by program are not available for actions of less than $10,000 





Por definitions and coverage see Notes on Cove: 
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Fiscal Years 1951 - 1958 


Table 7 
MET VALUE OF MILITARY PROCUREMENT ACTIONS UNDER FORMALLY ADVERTISED AMD OTHER CONTRACTS a/ 
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MILITARY PRIME CONTRACT AWARDS IN THE SMALL BUSINESS POTENTIAL 


Definition of Small Business Potential 


The small business potential includes all 
procurement actions of $10,000 or more for which 
there is a known small business source, and 
which can be offered to small business. Since 
it is not practicable to secure individual re- 
ports on each of the millions of military pro- 
curement actions of less than $10,000 each, for 
purposes of this report it is assumed that all 
actions of less than $10,000 also are in the 
small business potential. (This assumption is 
not strictly correct. The effect of making it 
is to overstate the potential and aatperinte _ the 

ad to 


On procurement 


On procurement 0.6 of this 
potential, small business submitted bids which 

were not accepted because the bids were not re- 
sponsive, in that they did not conform to speci- 
fications or other stipulated requirements of 
the procurement. 





percentage share of 
Small Business.) Excluded from the Basson are 
procurement actions of $10,000 or more for which 
no small business source is known to exist or 
which for reasons peculiar to the particular 

‘t, such as patent or other proprietary 
rights, delivery schedules, necessity for inter- 
changeability of — or mobilization base 
considerations, can be placed with small 
business concerns. 


Fiscal Year 1957 Awards in the Potential 


The first chart shows that, during the year, 


require large manufacturing establishments. 


The second chart analyzes the reasons vhy 
emell firms failed to obtain awards of $10,000 


bid. Actions of $10,000 or more represented 
79.5% of the total small business potential. 


Of the potential over $10,000, 59.1% was 
avarded to small firms. (This compares with 
60.9% for all actions including those under 
$10,000.) 


On Pp pr ting 7.46 of this 
potential, small business had an opportunity to 
bid but did not submit a bid. 








quality of the product. 


These data are shown in detail for each 
military department in the charts on pages 5 ani 
7 and in Tables 1 and 2. 


Advertised and Negotiated Awards 


The total volume of procurement placed by 
formal advertising for bids and by negotiation 
in 


potential (59.5%) as of advertised procurement 


Other Statistical Tables 


Year 1957, percent of emall business Peay co, wl 
tion by p and dollar 
value of new contracts | and audios. 
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Table 1 


NET VALUE OF MILITARY PROCUREMENT ACTIONS, BY DEPARTMENT a/ 


(Amounts in Thousands ) 


PROCUREENT ACTION CATEGORY 


FOR WORK OUTSIDE U.S. 
INTRAGOVERNMENTAL 


EDUCATIONAL & NON-PROFIT INSTITUTIONS c/ 


TOTAL WITH BUSINESS FIRMS FOR WORK IN THE U.S. 


Actions of Less than $10,000 
Actions of $10,000 or More 


Small Business Potential a/ 


Actions of Less Than $10,000 
Actions of $10,000 or More 


Non-Potential e/ 


WITH SMALL BUSINESS FIRMS 


Actions of Less Than $10,000 
Actions of $10,000 or More 


WITH LARGE BUSINESS FIRMS 


Actions of Less Than $10,000 
Actions of $10,000 or More 


SMALL BUSINESS PERCENTAGES 


Percent of Small Business Potential 
Percent of Total With Business Firms 


¥/ Por definitions and coverage, see Notes on Coverage 
©). Reetanen yeueusenged nations of the Wittacy Detacheds Sugshy Agmey anf tte profecssset, wo smell 
Agency. 


Services Petroleum Purchasing 


c/ Data for these institutions were combined with data for business firms prior to July 1! 
Includes all procurement actions of less than $10,000, and all other procurement 


described in footnote e/ below 


e/ Incluies procurement for which there is no known small business source; 


Fiscal Year 1957 








TOTAL ARMY __ AVY p/ 
$22,457,425 $5,455,503 $6,589,145 
1,601,624 728,586 550,698 
462,389 177,700 19,269 
260,715 103,092 64,904 
19,132,697 h,Wh6,126 5,894,277 
280,936 47, 9 683 
17,851,762 3,798,182 594 
6,249,593 2,857,771 2,267,738 
1,260,936 647, gle 309,683 
4,968,657 2,209,833 1,958,055 
12,583,104 1,588,349 3,626,539 
3,782,526 1,627,312 2,232,745 
845,397 437,324 189,731 
2,937,129 1,389,988 1,042,014 
1 172 2,618,814 4,662,532 
210,620 119,952 
wi giesese 2,408,194 4, 542,580 
60.5 63.9% 54. 
19.8 41.2 20.9 


in 


4tuati 


—ATR FORCE _ 
$ 9,412, 7% 
322,340 


205,420 


actions except those 





mt requiring delivery schedules that can not be met by a small firm; 
large firm in order to — it as af of the mobilization tase, or because of the necessity of 





placed with a 


bility of parts, or because of patent or other 
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MILITARY PROCUREMENT ACTIONS WITH SMALL AND LARGE BUSINESS FIRMS 
FOR WORK IN THE UNITED STATES 
NET VALUE - JULY 1956 - JUNE 1957 


TOTAL, AND THE SMALL BUSINESS POTENTIAL 





he POTENTIAL + NON - POTENTIAL ———+} 
BILLIONS OF DOLLARS 
° 4 8 12 16 20 





TOTAL 






ACTIONS LESS THAN $10,000 


ARMY ‘ACTIONS OF $10,000 OR MORE 


NAVY 


AIR FORCE 


SMALL BUSINESS SHARE OF THE POTENTIAL 














AWARDED TO AWARDED TO 
—_— 
SMALL BUSINESS i+ LARGE BUSINESS 
PERCENT OF TOTAL 


° 20 40 60 80 100 
1 


T T T 





TOTAL 


ARMY 


NAVY 


AIR FORCE 





SOURCE: TABLE 1 





af 1 
y 3 
gf 1 
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Table 2 


NET VALWWE OF MILITARY PROCUREMENT ACTIONS OF 
$10,000 OR MORE IN THE SMALL BUSINESS POTENTIAL a/ 


Fiscal Year 1957 
(Amounts in ‘Thousands ) 


PROCUREMENT ACTION CATEGORY TOTAL ARMY navy by AIR FORCE 
VAWE 
SMALL BUSINESS POTENTIAL, 

‘ACTIONS OF $10,000 Or More $ 4,968,657 $ 2,209,833  $ 1,958,055 $ 800,769 
AWARDED TO SMALL BUSINESS FIRMS 2,937,129 1,389,988 1,042,014 505,127 
WOT AWARDED TO SMALL BUSINESS FIRMS 2,031,526 819,845 916,042 295,642 

Small Business Did Not Bid 379,325 97,820 198,941 82,564 
Small Business Bid Was Not Low 1,583,964 699,037 703,304 181,623 
Small Business Bid Was Not Responsive 31,309 9,574 8,302 13,433 
Small Business Bidder not a "Responsible" 

Prospective Contractor (ASPR-1-307) 8,266 4,086 983 3,197 
Small Business Bid Not Accepted For 

Other Reasons c/ 28,664 9,328 4,511 14,825 


PERCENTAGE DISTRIBUTION 


SMALL BUSINESS POTENTIAL 


ACTIONS OF $10,000 OR MORE 100.0% 100.0% 100.0% 100.0% 
AWARDED TO SMALL BUSINESS FIRMS 59.1 62.9 53.2 63.1 
WO? AWARDED TO SMALL BUSINESS FIRMS 40.9 37.1 46.8 6 

Small Business Did Not Bid . 10 


we 


2 9 ofS 
ron 
+B 


Small Business Bid Was Not Responsive 
Small Business Bidder Not "Responsible" 
Prospective Contractor (ASPR 1-307) 

Small Business Bid Not Accepted For 


1 
Small Business Bid Was Not Low 31. 
° 

° 

Other Reasons c/ ° 


2 o ofr 
- N Vine 


non fF 


a For definitions, see footnotes to Table 1. Data on reasons for small business failure to obtain potential 
avards are not available for procurement actions of less than $10,000. 
b/ Includes procurement actions of the Military Petroleum Supply Agency and its predecessor, the Armed 


55096 O—60-——37 
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REASONS FOR SMALL BUSINESS FAILURE TO OBTAIN 


POTENTIAL MILITARY PROCUREMENT AWARDS OF $10,000 OR MORE 
NET VALUE BASIS - JULY 1956 - JUNE 1957 


PERCENT OF POTENTIAL PERCENT OF POTENTIAL 
50 100 ° 50 100 
=~ Si, 








4 


AWARDED TO SMALL 
59.1% Business 





SMALL BUSINESS DID 7 
NOT BID Led 





SMALL BUSINESS BID 








SMALL BUSINESS BID NOT 05% 
RESPONSIVE & . 
SMALL BUSINESS BID REJECTED FOR 
OTHER REASONS »/ uss| us| 
NAVY AIR FORCE 
PERCENT OP POTENTIAL . PERCENT OF POTENTIAL 
° 50 100 t) 50 100 








[ T f T a | 


AWARDED TO SMALL 


' 
! 
SMALL BUSINESS 
! 
! 


SMALL BUSINESS BID 


SMALL BUSINESS BID NOT 0.4% 
RESPONSIVE ‘ 


SMALL BUSINESS BID REJECTED FOR 


OTHER REASONS 33% 


‘ 

i 1 
' 

a/ Did not comply with specifications or other procurement requirements, 


b/ Small Business Bidder not a "R ibl ive Contractor", Armed Services 
Brocurement Regulations 1-307, or not accuptthle for other reasons, 





SOURCE: TABLE 2 
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Tal 
NET VALUE OF MILITARY PROCUREMENT ACTIONS 
BY DEPARTMENT, BY QUARTER 


(Amounts in Millions) Spe Fae 


WITH BUSINESS FIRMS FOR WORK IN U, S. 











DEPARTMENT FOR WORK INTRA- EDUCATIONAL 

AND TOTAL OUTSIDE GOVERN- & NON-PROFIT TOTAL BUSINESS TO SMALL BUSINESS BUSINESS 
PERIOD U.S. MENTAL INSTITUTIONS POTENTIAL BUSINESS 4% OF $ OF 

istteeabiily S bsinintti "sciatinageatiae ‘alicia, A an 

TOTAL, FY 1957 $21,458 $1,602 $ hée $ 26. $19,133 $6,250 $3,783 «0.56 9 = 19. 
Jul - Sep 1956 4,740 335 109 49 4, 247 1,432 T19 Shak 18.3 
Oct - Dec 1956 6,151 334 135 66 5,616 1,464 837 57.2 14.9 
Jen - Mar 1957 5,216 298 102 86 4,730 1,361 847 61.3 17.9 
Apr - Jun 1957 5,351 635 116 6 4, 540 1,974 1,320 66.9 29.1 
ARMY, FY 1957 5,456 122 278 203 Wh 2,858 1,827 63.9 42.2 
Jul - Sep 1956 812 87 36 6 5al 331 63.5 48.5 
Oct - Dec 1956 1,260 136 49 34 1,061 687 429 62.5 40.5 
Jan - Mar 1957 1,245 155 39 45 1,006 688 423 61.5 42.0 
Apr - Jun 1957 2,119 352 Su 18 1,696 962 64k 67.0 38.0 
mvr b/, FY 1957 = 6, 589 a 6 6B $5 5894 2268 1,232 543 20.9 
Jul - Sep 1956 2,087 197 34 ww 1,842 THS 338 45.5 18.4 
Oct - Dec 1956 1,585 20 15 1,442 48.6 15.8 
Jan - Mar 1957 1,668 87 nu nu 1,559 412 234 56.8 15.0 
Apr - Jun 1957 1,249 159 4 25 1,051 642 432 67.2 41.0 
AIR FORCE, FY 1957 9,423 322 5 2 8793 32% 725 Gh 8.2 
Jul - Sep 1956 1,841 51 39 29 1,722 165 10 66.3 6.4 
Oct - Dec 1956 3, 286 90 66 17 3,113 308 180 58.4 5.8 
Jan - Mar 1957 2,303 56 51 30 25166 261 190 67.4 8.8 
Apr - Jun 1957 1,983 125 49 17 1,792 370 2k5 66.2 13.6 


a/ For definitions and coverage, see Notes on Coverage. 

vy Includes procurement actions of the Military Petroleum Supply Agency and its predecessor, the Armed Services 
Petroleum Purchasing Agency. 

c/ For the Fiscal Years 1951 through 1956, procurement from Biucational and Non-Profit Institutions are in- 
cluded in the Business Firms figures. 












(Amounts in Thousands) 


PROCUREMENT ACTION CATEGORY 
NEW PROCUREMENT (Debit Actions) 
TOTAL 


Small Business Firms 
Large Business Firms 


Small Business Percentage 
CANCELLATIONS (Credit Actions) 
TOTAL 


Small Business Firms 
Large Business Firms 
NET VALUE, TOTAL 


Small Business Firms 
large Business Firms 


Small Business Percentage 


s/ For definitions and coverage, see Notes 
b/ Includes procurement actions of the Mili 


Table 4 


Fiscal Year 1957 


$22, 594, 233 
3,850, 665 
18,743,568 
17.0% 


3,461,536 


68,139 
3,393,397 


12,132,697 


3,782, 526 
15,350,171 


19.8% 


DEBIT, CREDIT AND NET VALUE OF MILITARY 
PROCUREMENT ACTIONS WITH BUSINESS FIRMS, BY DEPARTMENT a/ 


— —_ 


$4,913,771 


1,859,197 
3,054, 574 


37.8% 
467, 645 
31,885 
435,760 
4,446,126 
1,827,312 
2,618,814 
41.1% 
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NAVY ». 


$1,150,576 


1,255,530 
%» 


11-& 


14256,299 

23,785 
1,232,514 
5,894,277 


1,231,745 
4, 662,532 


20.9% 


AIR FORCE 


$20,529,886 


735,938 
9,793,948 


1% 


L,T3L.592 
12,hé9 
1,725,123 
8,192,294 
723,69 
8,068, 825 
8.24 


on Coverage. 
tary Petroleum Supply Agency and its predecessor the 


Armed Services Petroleum Purchasing Agency. 
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Table 5 
NET VALUE OF MILITARY PROCUREMENT ACTIONS, BY DEPARTMENT a/ 
Fiscal Years 1951 - 1957 
(Amounts in Millions) 
PROCUREMENT ACTION 
CATEGORY AND DEPARTMENT TOTAL FY 1951 FY 1952 FY 1953 FY 195% FY 1955 FY 1956 FY 1957 
TOTAL $178, $ $4 $32,612 $16, $2: $21,4 
aS soe Eee ain "Sod “i nee Ee Sande 
Navy b/ 48,726 8,059 4,659 6,20 6,589 
Air Force 66,532 8,918 2 Pe we ior Pe 4 6,685 8,654 9,413 
FOR WORK OUTSIDE U. S. 11,07 62 418 1,4: 2,101 1,406 1,62 
i a a a on Lae 
Navy b/ 2,022 8 5S 481 206 as 551 
Air Force 2, 240 3 235 92 285 199 205 322 
INTRAGOVERNMENTAL 4,261 1, 064 68 2 420 1 43h 462 
on tm “So te a a 
Navy b/ 1,426 599 264 143 81 164 96 19 
Air Force 961 105 132 ns 95 138 172 205 
EDUCATIONAL & NON-PROFIT INSTITUTIONS 26 c/ c c/ c/ c/ ¢ 261 
_ S £ % # €£-.2%.% & 
avy b/ 6 ¥¢¥§ Y¥Y Y FY Y YF & 
Air Force 93 c/ c/ s/ c/ c/ c 93 
WITH BUSINESS FIRMS FOR WORK IN THE U. 5S. 163, 388 Qe 41,482 622 11,448 4 1 coo 
Amy ie ie ine Vor tee we At 
Navy b/ 45,213 7,452 10,600 7,283 4,062 «4,280 5,625, 9h 
Air Force 63,238 8,740 12,178 13,462 5,440 6,348 8,277 8,793 
WITH SMALL BUSINESS FIRMS 32, 484 6,436 066 4, 608 2,902 214 y 8: 
Ary 17,730 os Bc 
Navy b/ 9,082 1,213 2,409 1,415 856 60h 1,20 = 1,231 
Air Force 4,712 861 697 609 558 576 686 25 
SMALL BUSINESS PERCENTAGE 12.34 20. 1. 16. BY a 19. 8H 
, ‘ 2 ; : a? : 1-1 
Navy b/ 20.0 16.3, 22.7 19% 1.1 18.8 19.7 2.9 a/ 
Air Force 7-5 9.9 5.7 4.5 10.3 9.1 8.3 8.2 a/ 





a/ For definitions and coverage, see Notes on Cove: 

v/ Includes procurement actions of the Military Petroleum Supply Agency, and its predecessor the Armed Services 
Petroleum Purchasing Agency. 

c/ For the Fiscal Years 1951 through 1956, p from Ed ti 1 and Non-Profit Institutions are included in 
the Business Firms figures. 

a/ These p exclude ed and non-profit institutions. The small business percentages including 





Educational and Non-Profit Soatecnonen are as follows: Total 19.6%, Army 40.6, Navy 20.8%, and Air Force 8.2%. 
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Table 6 





SMALL BUSINESS PERCENTAGE OF MILITARY PROCUREMENT 
ACTIONS OF $10,000 OR MORE WITH BUSINESS FIRMS 
BY PROCUREMENT PROGRAM 


Fiscal Years 1955 - 1957 


PROGRAM TITLE 


Construction 

Military Building Supplies 

Textiles, Clothing & Equipage 
Subsistence 

Petroleum Containers & Handling Equipment 


Fuels & Lubricants Other Than Petroleum 
Construction Equipment 

Miscellaneous Supplies & Equipment 
Photographic Equipment & Supplies 
Materials Handling Equipment 


Medical & Dental Supplies & Equipment 
Transportation Equipment 

Petroleum 

Non-Combat Vehicles 

Services 

Ammunition 

Ships 

Electronics & Communication Equipment 


Weapons 
Production Equipment 


E 


Miscellaneous Aircraft Equipment & Supplies 
Combat Vehicles 

Guided Missiles 

Aircraft Engines & Related Spares 
Airframes & Related Assemblies 


PERE 


For definitions and coverage, see Notes on Coverage. 


11 
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Value NUMBER 
- PROCUREMENT ACTION CATEGORY TOTAL $10,000 LESS THAN TOTAL $10,000 LESS THAN 
OR MORE $10,000 MORE $20,000 
t 
| TOTAL $2,457,425 $19,712,929 $1,765,496 4,908,716 105,866 4,622,050 
! INTRAGOVERIMERTAL, 462,389 174,188 268,201 601,621 3,635 598,186 
ALL OTHER 20,995,036 19,537,741 1,457,295 4,326,095 102,2 4, 22h, 664 
) Advertised 3,422,662 113,535 309,127 315,866 26,850 289,016 
! Negotiated 17)572,37 16/kaj206 1,108168 b,alnv009 © TSE98L_—3,938,0NB 
) v.-8. 
FOR WORK OUTSIDE 1,601,624 1,431,136 170,488 465,469 9,419 456,050 
> Advertised 102,150 100,605 1,545 2,486 293 2,193 
Negotiated 1,899,47% 1,330,531 168,943 62,983 9,126 453,857 
2 é 
} 
3 EDUCATIONAL & NON-PROFIT INSTITUTIONS b/ 260,715 25%, Ba 5,872 2,190 3,342 Ls 
Advertised 136 123 3 30 3 2 
Negotiated 260,579 254,721 5,858 11,160 3,339 7,821 
; WITH BUSINESS FIRMS FOR WORK IN U. S. 19,132,697 17,851,762 1,280,936 3,850,236 89,470 3, 760,766 
I Advertised 3,320,376 3,012,807 307,569 313,350 26,554 286,796 
Ll Negotiated 15,812,321 14,836,954 973,367 3,536,886 62,916 3,473,970 
L v Small Business Potential 6,249,593 4,968,657 1,280,936 3,818,300 57,534 3,760,766 
2 : Advertised 3,206,175 2,898,606 307,569 312,502 25,706 286,796 
2 Negotiated 3,043,428 2,070,051 973,367 3,505,798 32,628 3,473,970 
; Non-Potential 12,883,104 12,883,104 Q 32,936 31,936 Q 
Advertised 1,201 114,201 0 848 as ° 
Negotiated 12,768,903 12,768,903 0 31,088 31,088 r) 
WITH SMALL BUSINESS FIRMS 3,782,526 2,937,129 845,397 3,014,439 40,021 «= 2, 974,418 
Advertised 1,973,207 1,740,518 232,689 259,148 18,189 240,959 
Negotiated 1,809,319 1,196,611 612,708 2,755,291 21,832 2,733,459 
WITH LARGE BUSINESS FIRMS 1 171 14,914,632 435,539 835,797 49, 449 186,348 
Advertised 1,347,169 1,272,269 Th, 880 54,202 8,365 45,837 
Negotiated 14,003,002 13,642,343 360,659 781,595 41,084 THO, 511 
SMALL BUSINESS PERCENTAGES 
Percent of Total with Business 19.8% 16.5% 66.06 18.3% 4.7% 19.1% 
Advertised 59.4 57.8 15-7 82.7 68.5 84.0 
Negotiated 4 8.1 62.9 771.9 34.7 78.7 
Percent of Potential 0.5% 59.1% 66.0% 18-% Qh 19-1 
Advertised 61.5 * 6.0 15-7 82.9 70.8 84.0 
Negotiated 59.5 57.8 62.9 78.6 68.6 78.7 
a/ For definitions and coverage, see Notes on Coverage. 
vo Data for these i were ibined with data for business firms prior to July 1956. 











PROCUREMENT ACTION CATEGORY TOTAL ARMY TAVY b/ ATR FORCE 
TOTAL $22,457,825, $5,455,503 $6,589,148 = $912,774 
TNTRAGOVERRMENTAL N62, 369 ATL, 700 12,28 205,420 
ald, Cm 20,995,098 5,277,803 6,509,879 9,207,358 
teantiated Wisma © -Srmisee Sonera «need 

FOR WORK OUTSIDE U. 8. 1,601,624 728,586 550,698 322,30 
Advertised 102,150 16,522 84,752 én 
Negotiated 1,499, 47% 712,064 465,947 321,463 
EDUCATIONAL & NON-PROFIT INSTITUTIONS o/ 260,715 103,091 64,904 92,720 
Advertised 136 135 1 0 
Negotiated 260,579 102,956 64,903 92,720 

WITH BUSINESS FIRMS FOR WORK IN THE.U. S. \s9,132,697 4,446,126 5,894,277 8,792,298 
teoneasted Bihe'sn | gseane | NSkriep 8,8 

Small Business Potential 6,249,593 2,857,777 2,267,738 1,124,078 
Advertised 3,206,175 100.0 1,320,302 465,980 
Negotiated 3,043,418 1,427,684 957,436 658,098 
Non-Potential 12,883,104 1,588, 349 3,626,539 168,216 
Advertised 114,201 59,687 36,286 18,228 
Negotiated 12,768,903 1,528, 662 3,590,253 7,649,988 
WITH SMALL, BUSINESS FIRS 3.782.526 1,827,225, ThS 123, 
Advertised 1,973,207 916,721 166,059 290,430 
Negotiated 1,809,319 910,592 465,689, 433,039 
SMALL BUSINESS PERCENT OF POTENTIAL 6.5% 63.9% 5h. 64. 

thovtiated 35 63.8 £8 $3 

¥ Testutes Procurement actions of the Military Petroleum Supply Agency and ite predecessor, the Armed Services 
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ing Agency. 
¢/ Data for these institutions were combined with data for business firms prior to July 1956. 
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Table 9 
NUMBER OF MILITARY 
ADVERTISED AND NBUOTIATED COMMACTS, BY TEPARIMENE o/ 


: Fiscal Year 1957 








er | PROCUREMENT ACTIONS CATEGORY TOTAL ARMY NAVY b/_ AIR FORCE 
ms TOTAL 4,928,716 2,301,713 1,226,800 1,500,283 
A) INTRAGOVERNMENTAL 601,821 290,485 92,587 218, 749 
ie ALL OTSER 4,326,095 2,012,228 1,034,233 1, 261,4 
085 
1269 Advertised 315, 866 133, 27% 86, 842 95,750 
ako Negotiated 4,011,029 1,877,954 947,391 1,185, 684 
en FOR WORK OUTSIDE U. S. 465,469 211,652 62,086 191,731 
1M 
, Advertised 2,486 1,152 1,228 106 
720 Negotiated 462,983 210,500 60,858 191,625 
= EDUCATIONAL & NON-PROFIT INSTITUTIONS c/ 11,190 1,820 2,026 2,344 
28 Advertised 30 ok 6 ° 
ad ' Negotiated 1,160 1796 2,020 1,344 
asl ' WITH BUSINESS FIRMS FOR WORK IN THE U. S. 3,850,236 1,791,756 970,121 1,088,359 
on Advertised 313,350 132,098 85, 608 95, Obl 
a # Negotiated 3,536,886 1,659,658 88h, 513 992,715 
fe ' Small Business Potential 3,818,300 1,784,334 957,981 1,075,985 
208 | Advertised 312,502 131,821 85,179 95,502 
988 Negotiated 3,505, 798 1, 652, 513 872, 802 980, 483 
s Non-Potential 31,936 Lsee 12,140 12,374 
i Advertised 848 217 429 ke 
s Negotiated 31,088 7,145 11,711 12,232 
7% 
4 WITH SMALL BUSINESS FIRMS 3,014,439  1,411,0 BL. 252 866,174 
5.8 Advertised 259,148 121,832 66,071 81,245 
Negotiated 2,755,291 1,299,181 671,181 784,929 
) SMALL BUSINESS PERCENT OF POTENTIAL 18.9% 19-1 TL.% 80.5% 
Advertised 82.9 84.8 71.2 85.1 
Negotiated 78.6 78.6 76.9 8.1 


' a/ For definitions and coverage, see Notes on Coverage. 

‘e b/ Includes procurement actions of the Military saat eaaee Supply Agency, and its predecessor the 

if Armed Services Petroleum Purchasing Agency. 

i c/ For the Fiscal Years 1951 through 1956, a i, from Educational and Non-Profit Institutions 
are included in the Business Firms figures. 
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PERCENT OF MILITARY PRIME CONTRACTS AWARDED TO 


Leger 


SMALL BUSINESS BY NUMBER AND NET VALUE ci 


FISCAL YEAR 1957 





SMALL BUSINESS LARGE BUSINESS 


PERCENT PERCENT 


75 50 25 ie) 25 50 75 
' T T T T — 










NUMBER 


TOTAL NUMBER 


3,850, 236 VALUE 


TOTAL VALUE (NET) 
$ 19,132,679,000 








SOURCE : TABLE 7 


Table 10 
NET VALUE OF MILITARY PROCUREMENT ACTIONS 
UNDER ADVERTISED AND NEGOTIATED CONTRACTS WITH BUSINESS FIRMS 


Fiscal Years 1951-1957 
{Amounts in Millions) 


CATEGORY AND TYPE OF PROCUREMENT TOTAL FY 1951 FY 1952 FY.1953 FY.1954 Fy 1955 FY 1956 FY 1957 


TOTAL $263,368 $30,823 $41,482 $27,602 $11,448 $14,930 $17,750 $19,133 
Advertised: Amount 21,599 3,720 4,479 3,089 1,769 2,386 2,815 3,321 
Percent 13.2% 12.1% 10.% 11.1 15.& 16.0% 15.% 17.% 

Negotiated: Amount 141,789 27,103 37,003 24,733 6 12,544 14,935 15,812 
Percent 86.8% 87.9% 89.2% 86.9% Bh og 6hiop —h.3% | 82.6 

WITH SMALL BUSINESS FIRMS, TOTAL 31,484 6,436 7,066 4,608 2,902 3,208 3,475 3,763 
Advertised: Amount 12,753 1,799 2,545 2,035 1,150 1,501 1,750 1,973 
Percent 40.56 28.06 36.06 Uh.op 39.66 46.7% 50.6 52.2h 

Negotiated: Amount 18,731 4,637 4,521 2,573 1,752 1,713 1,72! 1,810 
Percent 59-56 72.06  G+.of 55.06 60. 53.36 49.66 47.% 


a/ For definitions and coverage, see Notes on Coverage. 
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NOTES ON COVERAGE 


Coverage. This report includes prime con- 
tracts executed by the military departments and 
t agenciesof the Department of Defense, 

to obtain military supplies, services, or con- 
struction. All new prime contracts are included, 
regardless of the amount; debitor credit changes 
in contracts are included only if they involve 
$10,000 or more. The reports submitted by the 
as of the dates specified in this 

report are intended to include all contracts and 
amending actions executed up to that date, inso- 
far as practicable. In practice, there is some 
lag in contract and some contracts 
may be unavoidably omitted from the statistical 
reports for themonthin which they were approved. 


Prime Contracts are defined as contractual 
instruments which obligate funds to obtain sup- 
plies, services, or construction. (An amend- 
ment to a prime contract may deobligate funds.) 
Nev or superseding definitive contracts, purchase 
orders, and the funded portion of preliminary 
contractual instruments, such as letters. of 
intent and letter contracts, are included in this 
report. Contracts which do not obligate a firm 
total dollar amount, or do not specify a fixed 
quantity, such as open-end, indefinite quantity, 
or term contracts, are not included in this re- 
port; however, job orders, task orders, delivery 
omiers, or any other orders against such con- 
tracts are included. 


Procurement Action as used in this report 
refers to an action which officially awards, 
enends, or otherwise officially changes a prime 

tract. Ap action thus may be a 
new prime contract, or a debit or credit change 
in a contract, suchas an amendment, supplemental 
agreement, change order, cancellation, or termi- 
nation that changes the total amount of funds 
obligated. 


Intra-; tal Purchases include (a) 
fpter-ipertnental Furciases," made from or 
agencies of govermment other than the 
Department of Defense, and (b) Inter-service 
Purchases, vhich are orders placed by one mili- 





partments are not includedin this report, because 
they do not increase or decrease the total obli- 
gations of the Department of Defense.) 


Debit and Credit Actions. The term “Hew 
rement” is used to refer to the sum of debit 
procurement actions, i.e.,all new contracts plus 
contract t increase the amount of 
obligations by $10,000 or more. ‘The term "Can- 
celiations"is used to refer to the sum of credit 
Procurement actions, i.e., 
tions, that decrease 
000 or more. 
is used to refer to the net change 
of obligations resulting from the debit and 
credit procurement actions recorded during the 
Period, as defined above. 
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Location of Work. 
the place vhere the item is to be manufactured, 
assembled or otherwise supplied by the prime 


The location of work is 


contractors, the place where the service is to 
be performed, or the site where the construction 
is to take place. 


Reports from the three military departments 
for Fiscal Year 1954 and subsequent years provide 
information as to contracts under which the work 
is to be performed (1) within the United States, 
including its territories and eng = perdi 
the Commonwealth of Puerto Rico, and 
the United States as so defined. 


(2) outside 


The data on location of work for periods 


| 
| 


Armed Services 


orders against MPSA indefinite quant‘ty con- 
tracts. 


Business Firms. Included in the data on 


of operation and which, together 
with their affiliates employ fewer than 500 per- 
sons, and those with 500 or more employees which 
have been certified by the Small Business Admini- 
stration as small business firms. 


Educational and Non-Profit Institutions. 


separately for the first time in the tables for 





Fiscal Year 1957. In all records prior to _ 
» Procurement actions with educational and 

non-profit institutions are included in the da’ 

for U. 8. Business Firms. 


Ratio of Small Business to Total. The ratio 
of small business to total prime contract avards 
is subject to wide fluctuation, and figures for 


high. When aircraft, tanks, trucks, or other 
heavy items are in large volume, the 
small business percentage willbe relatively low. 
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| ABST Beh with Fiscal Reports. ‘There are 
certain erences between the coverage of this 


report on the value of military prime contract 
awards, and that of the fiscal reports of the 
Department of Defense which include certain data 
on obligations of funds for procurement and con- 
struction. One difference is that the reports 
on contract awards do not include funds obligated 
by project orders issued to military-owned ani 
military operated establishments, such as Navy 
Yards, unless, and until the funds of this type 
are used to finance contracts with private busi- 
ness firms or with other government agencies, 
Another significant difference is that this re- 
port includes contracts for services, wheress 
the fiscal data on obligations for procurement 
and construction do not include obligations for 
service contracts. 
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About 63% of the potential over $10,000 was 
awarded to small firms. This ratio for all ser- 
percentage of the total potential. 


vices was approximately one percent less than the 
small business 


Year 1956, 


which fo analyze 
ines for work 

Fisc 
of procurement in the small 
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Table 4 
ALL PRIME CONTRACTS a/ 
Net Value of Procurement Actions by Category, by Department, and by Quarter 


Fiscal Year 1956 





(Amounts in Millions) 


z 
e 
$ 
af 
lias 














ROR WORK INTRA- SMALL. AWARDED SMALL au, 
DEPARTMENT AND PERIOD TOTAL OUTSIDE GOVERN- TOTAL BUSINESS TO SMALL BUSINESS 
U.S. MENTAL POTENTIAL % OF 40 
POTENTIAL © _ TOR, 
TOTAL, FY 1956 $12,590 $2,406 $434 «= $1.7.750 Salata $3,475 $3,8% a 
dul = Sep 1955 2,478 340 102 2,036 1,033 651 63.0 320 
Oct = Dec 1955 5,295 272 B 4,930 1,275 B32 _ 57h ud 
Jan - Mar 1956 hy h67 273 15 4,079 1,232 7% hob 195 
Apr = Jun 1956 7,350 521 1% 6,705 1,904 1,298 68.2 a 
ARMY, FY 1956 696 $98 63. 2.76 1.675 $2.1 i 
Jul - Sep 1955 ThS 1 38 583 421 267 68.2 Vy 
Oct = Dec 1955 1,002 130 36 836 532 360 67.7 Ba 
Jan - Mar 1956 1,065 134 42 889 612 409 66.8 0) 
Apr - Jun 1956 1, gu 50 1,523 nl 619 67.9 a 
WAVY, FY 1956 5.162 m2 % = 02 L277 22 TS dl 
Jul = Sep 1955 561 65 31 465 231 192 $3.1 pe) 
Oct = Dec 1955 1,365 46 17 1,302 320 26 69.7 bb 
Jan ~ Mar 1956 1,487 69 17 1,401 279 195 69.9 Bd 
Apr = Jun 1956 1,756 n 31 1,634 457 336 B.5 2A) 
AIR FORCE, FY 1956 8.654 205 2 208.277 2,060 $86 Sus7 ti} 
Jul = Sep 1955 39 3 561 142 B.9 it 
Oct = Dec 1955 2,689 49 40 2,600 254 131 51.6 505 
Jan = Mer 1956 1,742 3 56 1,653 23 45 68.1 at) 
Apr - Jun 1956 3,590 8h 43 3,463 451 67.6 at 
ASPPA b/, FY 1956 Lom zm Q $40 2 PuLy 21.8 a 
Jul - Sep 1955 539 2 ° 427 29 67 28.0 15.) 
Oct - Dec 1955 9 47 0 192 179 25 4.0 Yay 
Jan - Mar 1956 13 37 ° 45 35.2 Ba 
Apr - 1 35 ° 85 85 38 bh? al 
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Table 6 
MILITARY PRIME CONTRACTS WITH BUSINESS FIRMS FOR 


Value 











2,025,479 


2,486,725 


July 1955 = June 1956 


1,037,224 
15,897,621 


BUSINESS FIRMS_ CUNT 
$26,934.85 $4,512,204 


of New Procurement (Debit) Actions 


2,597,608 
7 5080, 552 


17,080, 5 


——TOTAL__ 
$19,678,160 
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potential procurement lost by small business was lost because small business did 


Coverage. 


procurement lost by small business was lost because small business did not bid or 


@ negotiated Air Force potential 


submit the low bid. 
Nearly all (99.98%) of the negotiated ASPPA 


bid or did not submit the low bid. 


tions and coverage, see Notes on 
eee cee enatan Carving Sasety. 
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Table 7 
SMALL BUSINESS PERCENTAGE OF MILITARY PRIME CONTRACTS 
WITH BUSINESS FIRMS FOR WORK IN THE UNITED STATES a/ 
Percent of Net Value of Procurement Actions of $10,000 or More, by Procurement Program 


Fiscal Year 1956 


mx | ARORA PROGRAM DESCRIPTION SORCMGE 


1 A8&c Petroleum Containers — 85.9 
2 c2 Construction 71.8 
3 Bl Military Building Supplies 68.2 
4 Ag Textiles, Clothing, & Equipag 67.2 
5 A8> Fuels and Lubricants Other Than Petroleum 56.4 
6 B2 Subsistence 56.0 
7 C9d Materials Handling Equipment 45.5 
8 C9a Construction Equipment 42.5 
9 C9e Miscellaneous Supplies & Equipment 41.1 
10 C9e Photographic Equipment & Supplies 40.7 
i B3 Transportation Equipment 31.1 
R CI Medical & Dental Supplies & Equipment 29.8 
13 Ahb Non-Combat Vehicles 25.1 
uy Aga Petroleum 20.7 
15 A6 Ammunition 18.2 
16 A3 Ships 12.5 
17 - Services 12.3 
18 AS Weapons ; 11.3 
19 AT Electronics & Commnication Equipment 10.2 
20 Ale Miscellaneous Aircraft Equipment & Supplies 6.7 
a B9 Production Equipment 5.3 
22 Aha Combat Vehicles 45 
23 A2 Guided Missiles Systems 21 
2h, Alb Aircraft Engines 0.8 
25 Ala Airfranes 0.2 


a/ Por definitions and coverage, see Notes on Coverage. 
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ALL MILITARY PRIME CONTRACTS a/ 


Procurement Actions, by Category and by Fiscal Year 


Net Value of 
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2,902 2.214 3.475 
759 
’ 2,455 
12,716 
385 
11,331 
21.5% 
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Table 10 
ALL MILITARY PRIME CONTRACTS a/ 
July 1955 = June 1956 


Net Value of Trocurement Actions by Category, by Department, and 
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APPENDIX 3 


DEPARTMENT OF THE AIR FORCE, 
OFFICE OF THE SECRETARY, 
Washington, May 16, 1960, 
Hon. CarL VINSON, 
Chairman, Committee on Armed Services, 
House of Representatives. 

Dear Mr. CHAIRMAN: Enclosed as separate attachments is information in 
reply to certain requests made during your recent hearings on Department of 
Defense procurement. 

As of the end of March 1960 there were 59 large contractors having fixed- 
price-incentive contracts with the Air Force. Attachment No. 1 is a list of 43 
contractors who have less than 50 percent Government facilities. It is note 
worthy that 17, or 39 percent, of these contractors have no Government facilities. 

Attachment No. 2 is in reply to Congressman Kilday’s request that we take one 
aircraft and trace through the types of contracts used during the course of its 
research and development and procurement. 

With reference to Congressman Huddleston’s question relative to advertise 
ments in such publications as the Air Force Association magazine, Armed Serv- 
ices Procurement Regulation 15-205.1 (advertising costs) states in subpara- 
graph (a) (i) that advertising costs for advertising in trade and technical jour- 
nals are allowable, “provided such advertising does not offer specific products or 
services for sale but is placed in journals which are valuable for dissemination 
of technical information within the contractor’s industry.” 

The Air Force position is that the Air Force Association magazine is not a 
trade or technical journal within the purview of the above definition and the 
costs of ads placed there expounding or praising the contractor’s product are 
not allowed by the Air Force. One exception to this rule would be the insertion 
of straight “help wanted” or “recruitment” ads inserted by the contractor. Such 
ads, however, to be an allowable cost to the Government must be devoid of other 
language or exhibits expounding or praising the contractor’s products, and must 
be found to represent costs which are reasonable and necessary to secure an 
adequate labor force as stipulated in ASPR 15-205.33. 

The stated Air Force position prevails, regardless of the type of contract or 
contracts existing between the contractor and the Government. 

With reference to the other information you requested, we will forward it to 
you as soon as it is secured. 

Sincerely yours, 
P. B. Tay or, 
Assistant Secretary of the Air Force. 
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Large Air Force contractors having FPI contracts (who have less than 50 percent 
Government facilities) 





Contractor 


—— 


Erco Division, ACF Indus- 


Crosley Division, AVCO 
Manufacturing Co. 
Airborne Instrument 
Aircraft Engineering & Main- 
tenance Co. 
American Coleman Co 
Boeing Pilotless Division... .- 
Burroughs Cor 
Collins Radio Co.._.........- 
Caer Wrtent, Aero Divi- 


continental Aircraft & En- 


meee ‘Aircraft Co.. We 
Fairchild Camera & Instru- 


ment Corp. 
a Enterprises, Inc 
Ford Instrument Division. 


General Electric Co 
Do.. 





Do 
Link — General Pre- 
cision, In 
Goodyear, . A. C., Cor 
Convair Division, 
Dynamics Corp. 
General Precision 


"Gensel 
Labora- 


tories. 
— Radio & Phono- 


F 
Hughes Aircraft Co. 
International Business Ma- 


chines. 
Kerten Aircraft Corp-. 
Kollsman Instrument Co- 


oe Corp., 
Division. 

Martin a 

Melpar 


Pomono 


ies Instrument Co.......- 

Republic Aviation = 

United Aircraft, 
Division. 

Space Corp 

Sperry Rend Corp., Phoenix 
Division 

Western Electric | 

Westinghouse Air Brake Co. 





Location 


Riverdale, Md__...... 
Cincinnati, Ohio... __. 


Mineola, N.Y oa 
Los Angeles, Calif....- 


Littleton, Colo 
Seattle, Wash 
Detroit, Mich 
Cedar Rapids, Iowa 
Woodridge, N.J 


Detroit, Mich......... 


Santa Monica, Calif 
Syossett, Long Island 


Windsor Locks, Conn 

--| Sperry Re Bend, Long Is- 
lanc 

Wertana,’ Mass..... 


Utica, N.Y.-. width 


Syracuse, ama 
Binghamton, N.Y...- 


Akron, Ohio. .....-- 
San Diego, Calif... ... 


Pleasantville, N.Y _-. 
Jersey City, N.J....-- 


Clintonville, Ill. ...... 
Culver City, Calif. . 
Kingston, N.Y...... 


Bloomfield, Conn---.- 
Elmhurst, N.J........ 
Cheyenne, Wyo....... 
Burbank, Calif 
8t. Louis, Mo-...-..-- 
Pomono, Calif... ..... 


Baltimore, Md......-. 
Falls Church, Va... .. 
Columbus, O 
Los Angeles, Calif... . 
Chicago, I nt 
Camden, N 
New York, N. ¥; 
Long Island, lh 
Stratford, Conn... 


Sree, TOR, ciinecis< os 
Phoenix, Ariz_......- 


Winston-Salem, N.C.. 
Phittsburgh, Pa. ...-. 





Value 
FPI! 


Millions 
$13.4 


35.8 
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Con- 
tractor 
invest- 
ment ? 


Millions 
$144.6 
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Govern- 
ment 
invest- 
ment * 


Millions 
0 
$6.0 
ot 
0 
0 
117.6 
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0 
102.0 
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Total 
invest- 
ment 





Millions 
$144.6 
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' Face value. 


Investment value—acquisition cost in millions. 


Notre.—Value of contractors investment is approximate due to being obtained from many independent 
sources, i.e., Moody’s Investors Service, contractors and Government records. Value of Government in- 
vestment may contain other Government agencies. 


55096 O—60——_39 
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Types of contracts to procure B-52 airplanes 








SEATTLE 
Quantity of airplanes Airplane Program Contract 

model yoar type 

Research and development and 2 prototypes.................-|.-...02e-- OPFF, 

Seeooaloubanstulniihentinst bus ocepGidhbtindsinagepdurarascedl Uub tnaewe 1952 OPFF, 
Dba vas ipsrikinecucustetinn Gravcnaiuveteiurandiechbadseneden Band ©... 1963 FPI, 
Wiisgenng hese epatnhinenschibanthneongenhenenensapaispoosen | SR ee 1964 FPI 
Si celhiechaip ies oasnicgsebdciheeerie rink paaencaeuranenaecantie pao ae hs Se eter 1955 FPI, 
() BRE ae EE ae psnvigal>ocserahwwonausa Dand E.... 1956 FPI, 
Mactadied>sanebbohlvéenneseved tawny tdncksivoemanmanenan -----| Eand F 1967 FPI, 








1955 FPI, 





1956 FPI. 
1957 FPI, 
1957 OPIF) 
1068 FPI, 
1950 FPI, 
1960 FPI, 














1 The use of a CPIF contract was occasioned by the fact that the change from the model F to the model G 
sd so extensive that neither the contractor nor the Air Force was willing to accept the risk in using the 
contract. 





DEPARTMENT OF THE AIR ForcE, 
OFFICE OF THE SECRETARY, 
Washington, May 18, 1960. 
Hon. Car. VINSON, 
Chairman, Committee on Armed Services, 
House of Representatives. 


Deak Mr. CHammMaNn: With further reference to Secretary Taylor’s letter of 
May 16, 1960, enclosed is a list of those Air Force contractors having fixed-price 
incentive contracts and who have over 50 percent Government facilities, 

Sincerely yours, 
AABON J, RACUBIN, 
Deputy for Procurement and Production, 


Large Air Force contractors having FPI contracts (who have more than 50 
percent Government facilities) 

















Con- Govern- | Total | Percent 
Contractor Location Value tractor ment invest- |Govern- 
FPI! invest- | invest- ment ment 
ment ? ment ? of total 
illions | Millions | Millions | Millions 
Age _ Divtten, American | Garden City, N.Y....| $126.0 $5.9 W.9| 0.6 
Bell Helicopter Division... .-- Fort Worth, Tex...--- 50.0 9.0 9.7 18.7| 51.9 
Boeing Wichita Division.....- Wichita, Kans. ....... 2,072.0 2.6 144.0 126, 6 %,1 
Douglas Aircraft Co_-. Pt %.3 1 6.7 6.8 9.9 
General E ic Co. 482.9 76.2 89.9 16.1 1 
ee ey 2.0 2.6 11.2 13.6 | 81,2 
Hayes Aircraft Corp im, Ala 3 1.8 5.5 1.4 15.3 
Convair piven, General | Fort Worth, Tex...__- 9.0 0 W.5 99.5) 100.0 
cs x 
Division, Gen- | San Diego, Calif.....- 45.9 “4.6 38.9 63.5 61.3 
, 12.8 18.6 22.7 41.3 55.0 
262.3 2.0 2.3 31.4 | 4 
1.3 0 8 8! 100.0 
45.7 12.6 73.7 92.3 85.3 
2.6 13.8 2.0 42.4% 67.4 
0.7 7.3 12.3 19.6 62.4 
48.9 2.5 3.5 70| #0 




















1 Face value. 
2 Investment value-acquisition cost in millions. 
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MAY 9, 1060, 
MEMORANDUM 


From: House Committee on Armed Services Special Committee on Procurement 
Practices, 

To: Departments of Navy and Air Force, 

Subject: Supplementary information on testimony given concerning “savings 
through use of incentive contracts.” 


Ag to the contracts and amounts submitted to the subcommittee as a basis for 
the “savings” effected through the use of incentive contracts, the additional in- 
mation is requested on or before May 12, 1960; 

1. In what instances of the contracts cited was the target ceiling exceeded; 
and, in each of those instances, state the target ceiling in dollars and the overrun 
in dollars, 

2, As to each of the contracts cited, state the individual change orders affect- 
ing (2) monetary value and/or (b) affecting the target price plus or minus, In 
each instance where the target price was changed, state the first target price 
and the amount of the change. 

8, State, in each instance, the date of commencement and date of completion 
or termination, as the case may be. 

4, State, in each instance, whether performance of change orders was man- 
datory under the contract. 

5. State whether the contracts enumerated are (a) letter contracts or (b) 
definitive contracts. 

6. State, in each instance, whether a cost-plus-fixed-fee contract preceded each 
incentive contract cited. If the answer is affirmative, answer the following 
questions as to each contract : 

(a) The original estimate of (1) cost, (2) fee. 

(b) State the change orders affecting the monetary value of the fixed-fee 
contract, and indicate overrun or underrun in dollars. 

(c) State whether or not the target prices referred to in the testimony 
are a total, in dollars, or the sum of its components in dollars. 

(d) In the instances which you have cited, was a letter contract given 
which obligated the Government to a cost-plusfixed-fee contract to be fol- 
lowed upon award in the design competition by an incentive contract? If the 
answer is “No,” what were the arrangements? 

7. State whether or not the pricing data of your department is exchanged with 
the other services. If so, by what means, how often, and with what results? 


DEPARTMENT OF THE AlIn Force, 
OFFICE OF THE SECRETARY, 
Washington, May 16, 1960, 
Hon, Joun J, Courtney, 
8pectal Counsel, Subcommittee for Special Investigationa, 
Committee on Armed Services, House of Representatwea. 

Dear Mr. Courtney: Attached as additional information in support of the 
summary of Air Force incentive contracts finally settled during the period 
from January 1, 1957, through June 30, 1959 which was submitted to the com- 
mittee during the hearings, is a more detailed summary concerning the specific 
contracts involved. You will note that this supplementary information contains 
127 contracts rather than the 108 contracts listed on the original summary. 
The reason for this is that in several instances more than one contract was 
considered in a single price negotiation and conequently was included in the 
original summary as only one contract. 

The following comments relate to the specific points raised in your May 9, 1960, 
memorandum : 

1, While there are additional instances of contracts which exceeded the 
ceiling price and consequently resulted in no profit or an actual loss to the 
contractor, the only one that falls in such a category in the attached list is the 
Grumman contract No. 19950. In that case the allowable contract ceiling price 
was $11,957,590.81. The actual audited and accepted costs were $12,044,986, The 
contractor sustained a loss of $87,395.19. 

2. As you will note from the attached detailed summary, the target cost is an 
adjusted target cost which includes increases or decreases resulting from 
change orders, The column indicating overruns or underruns is a comparison 
of total actual costs to the adjusted target and consequently gives you a final 
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figure. We can break out for you the actual changes in each contract, however 
since many of the contracts may have had a large number of changes, to do 8 
would take us no less than 1 month. We will do this job if you feel that it js 
necessary, however, we are hopeful that the information already presented jn 
the light of this clarification will be adequate for your needs. 

3. The attached supplementary information indicates the date of commence. 
ment of each of the contracts listed both under letter contract and/or a definitive 
contract. Time does not permit us to again review these contracts and furnish 


the final settlement date, however, all of the contracts listed were settled during | 


the period from January 1, 1957, to June 30, 1959. If you require the specific 
dates of settlement of each contract, further research of each of the contract files 
is necessary. ‘ 

4. In each instance, performance of change orders is mandatory under the 
terms of the contracts. While language in the contracts permits us to ui- 
laterally require a change, as a practical matter, this very rarely occurs and the 
changes are mutually agreed upon between the Air Force and the contractor. 

5. In most instances, letter contracts preceded the definitive contracts. The 
details in each case are set forth in the supplementary attachment. 


6. It is impossible within a reasonable period of time to withdraw from files a 


throughout the country the contracts that preceded the contracts listed in the 
summary to determine whether they were cost-plus-fixed-fee contracts and in 
the event that they were, to provide the requested information. If you desire, 
we will do so and can have it in approximately 5 weeks. I would like to 
indicate that in almost every instance where the incentive-type contract is 


utilized, it has been preceded by a cost-type contract since the incentive contract | 


is not used until sufficient information has been gathered to negotiate, a reason- 
able target price. Our experience indicates that in cost-type contracts, costs 
actually incurred by the contractors and reimbursed by the Government are 
greater than the estimated costs initially negotiated. This cost overrun, in 
a recent summary of 171 CPF¥ contracts, amounted to an average of 18 percent. 


In addition, in a study made of CPFF contracts in 1958, data showed that final © 


fee rates were generally less than the rates originally negotiated. This meant 


that final costs on these contracts generally exceeded the costs originally esti- ~ 


mated and placed on contract even though fee dollars remained the same. 

7. The services do exchange pricing information. Overhead negotiations and 
aircraft manufacturers and missile manufacturers planning reports data are 
the most prominent examples, Overhead negotiation responsibility is estab 
lished among the services for contractors with whom they all do business. Cog- 
nizance is established for one service for a given contractor to eliminate dupli- 
eation. Summaries of each negotiation are conveyed by the cognizant service 
to users of all services, generally on an annual basis. The joint services aero 
nautical manufacturers planning reports system and the missile manufacturers 
planning reports system are exchanges of interservice data which is geared to 





Seaman 





RSE RE 


z) % 


calendar quarters and is disseminated to the Army, Navy, and Air Force after yj 


clearing through the Air Force’s Air Materiel Command. In addition to these © 


more formal methods, the services informally sometimes interchange informa- 
tion in the infrequent examples where more than one service buys the same 
item such as helicopters (Air Force and Navy). Since the exchange is informal 
we don’t have records s g the extent to which this kind of exchange is 
accomplished. We beliéve these exchanges are mutually beneficial but we have 
no efficient method of measuring their effectiveness. 

On page 15 of the data relative to armed services procurement matters which 
was prepared by the committee and used at the hearings, you have very briefly 
summarized a report of 14 selected Air Force contracts and subcontracts origi- 


nally submitted by the General Accounting Office. In the summary you do not / 


indicate any recovery on the part of the Air Force. To supplement the record 
I have attached as exhibit B the recoveries that have been made in these cases. 
You will note that the total recoveries made by the Government exceed the spe 


cific amounts identified by the General Accounting Office as due to the Gov- 


ernment. 


I recognize that this information is not completely responsive to your request, é 
however, we will be responsive in the exact terms of the request if additional | 
time can be provided. Please advise me whether the information submitted is § 


satisfactory or if you desire to have us research the additional points. 
Sincerely, 


Aaron J. RACUSIN, 
Deputy for Procurement and Production. 
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DEPARTMENT OF THE NAVY, 
OFFICE OF NAVAL MATERIAL, 
Washington, D.C. 


Hon. Cari VINSON, 

Chairman, House Committee on Armed Services, 
Special Committee on Procurement Practices, 
House of Representatives, Washington, D.C. 

My Dear Mr. Vinson: By memorandum dated May 9, 1960, from the Special 
Committee on Procurement Practices, supplementary information was requested 
on savings accomplished through the use of incentive contracts. 

Although contract files have been retired to permanent storage on most of 
the contracts involved, an attempt has been made to obtain facts on which to 
base a reply to these questions. Enclosure (1) supplies our answers and com- 
ments on the seven specific questions raised by your special committee in the 
May 9 memorandum. 

Also included as enclosures (2) and (3) are a statement concerning the as- 
signment of procurement authority and responsibility in the Navy and copies 
of a tabulation covering Navy use of fixed price incentive contracts by procure- 
ment programs for fiscal year 1959. 

I hope you will find this information responsive to your requests. I will be 
happy to supply any additional information as may be required. 

Sincerely yours, 
E. M. BaGan, 
Captain, SC, U.S. Navy, 
Assistant Chief of Naval Material Procurement. 


\{Enclosure 1] 


SUPPLEMENTARY INFORMATION ON TESTIMONY GIVEN CONCERNING ‘SAVINGS 
THROUGH USE OF INCENTIVE CONTRACTS” 


By memorandum dated May 9, 1960, from the House Committee on Armed 
Services Special Committee on Procurement Practices, supplementary infor- 
mation was requested on savings accomplished through use of incentive contracts. 

Based on contact with the bureaus and offices involved in the administration 
of these contracts, it has been learned that a substantial number of the contract 
files have been retired to permanent storage. Notwithstanding this, an attempt 
has been made insofar as time has permitted to obtain facts on which to base 
replies to the questions of the special committee. Should additional informa- 
tion be desired beyond that set forth below, such information will be obtained 
as rapidly as possible: 

COMMENTS ON SEVEN QUESTIONS 


Question No. 1. In only one instance was the contract ceiling exceeded. In 
this case, the contract ceiling was $4,147,929 and the contractor’s overrun was 
$54,547. The latter amount was absorbed as a loss on the contract by the 
contractor. 

Question No. 2. The incentive contracts discussed in testimony before the 
special committee were 47 incentive contracts finally priced out by the Navy 
during the 3-year period ended December 31, 1959. Enclosure (1) represents 
a listing of the beginning target cost, total changes, and total cost including 
changes. It will be noted from a review of enclosure (1) that on the 47 con- 
tracts the total target costs of $2.5 billion were increased as a result of all 
changes by an amount of approximately $55 million. The amount of $55 mil- 
lion is a net amount representing the cost of all changes, that is, both those 
involving increases as well as decreases in costs. An inspection of the individual 
items in the enclosure indicates that the effect of the changes in relation to tar- 
get cost ranged from a nominal percentage to approximately 6 percent. The 
average percentage of increase by reason of changes in relation to target costs 
is approximately 2 percent. 

Question No. 3. The period of contract performance is indicated on en- 
closure (1). 

Question No. 4. All engineering changes are mandatory after approval by the 


rd ae such matters as, for example, effect on design, and weight of 
aircraft. 
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Question No.5. All of the contracts listed on enclosure (1) are definitive 
contracts. 

Question No. 6. The 47 incentive contracts listed in enclosure (1) represent 
25 aircraft or missile pregrams. Of these 25 programs, 11 were introduced by 
cost-plus-a-fixed-fee contracts. The detailed information on these contracts is 
not readily available as they are now in retired files. It can be stated, however, 
that significant cost overruns were incurred under these contracts and a shift to 
the fixed price incentive form of contract was made as soon as cost experience 
warranting the change was available. 

Of the remaining 14 programs, 7 represent military versions of commercial 
planes and development contracts were not required. Four were introduced by 
letter contracts, which were subsequently converted to incentive contracts as 
pricing data became available. Three were initiated with tentative target prices 
which were converted to firm target incentives when pricing data was available. 

The target costs and prices referred to in the testimony represent the target 
costs and prices negotiated by the Navy with its contractors. The target costs 
and prices include, for example, engineering, development, tooling, manufactur- 
ing and flight testing, as well as changes and amendments to the contracts. The 
target costs and prices exclude Government-furnished equipment and components 
which are purchased by the Navy and furnished to the airframe contractor for 
incorporation into the aircraft. 

Commitments were made in some of these instances as to type of contract to 
follow and supersede letter contracts preceding the definitive fixed-price incentive 
contracts in the enclosure. The extent of the commitment in most instances was 
that the letter contract evidenced the intent of the contracting parties to negoti- 
ate a “fixed-price type” or “cost-type” definitive contract leaving specific agree- 
ment as to exact form (e.g., firm fixed price, fixed price incentive, fixed price 
redeterminable) to be reached at time of conversion to definitive form. In gen- 
eral, the Navy follows the customary practice of making final decision as to the 
form of definitive contract during or after price negotiations as selection of con- 
tract type and contract prices are interrelated. 

Question No. 7. Pricing data is exchanged extensively with other departments. 
For example, the Air Force and the Navy obtain the aircraft manufacturer’s 
production report from airframe manufacturers. Information on cost and price 
trends on both Navy and Air Force programs is interchanged by this medium. 
Also, the Army, Navy, and Air Force jointly negotiate overhead rates with many 
contractors. In addition, the three services interchange overhead and other 
similar cost information on contractors in other cases where joint overhead 
rate negotiations are not held. This is done periodically as the need for the 
information arises. Such exchange of information is considered to be very 
helpful to the Navy in price negotiations with its contractors. 








[Enclosure 1] 
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Summary of cost experience under 47 Navy aircraft and guided missile fixed-price 
incentive contracts redetermined during the 3-year period ended Dec. 31, 1959 





Overrun (+) or 











Contract | Negoti- underrun (—) Date of letter | Date of definitive 
Contractor No. ated contract contract 
target 
cost Amount] Per- 
cent 
Thou- Thou- 
sands sands 
oa Aiveasft Corp., Fort | 51-231....- $27,857 | +$3,049 | +10.9 | October 1950. __.| July 1954. 
ort. ex. 
Chance Vought Aircraft, | 51-156. .... 53,395 | +10,465 | +19.6 | August 1950.___- December 1982, 
C., ‘ex. 
51-643_.... 129, 316 | +11, 703 +9.1 | March 1951...... September 1954, 
54-319___.- 28, 574 —3, 734 | —13.0 | October 1953__..| September 1955, 
Cine , 598 | —2,462 | —6.7 | November 1953..| May 1955. 
Convair, San Diego, Calif.} 51-143__... 96,486 | +8,921 | +9.2 | September 1950..| May 1954. 
Convair, Pomona, Calif..| 16346__.... 643 | +5,987 | +20.2 | July 1955.....__. September 1955, 
17426__..-- 17,216 | —2, —11.8 | November 1956.| November 1958, 
Douglas Aircraft Co., | 51-632__..- 38,856 | +7,107 | +18.3 | February 1951..-| May 1954. 
Inc., El] Segundo, Calif. | 52-247._... 130,225 | —7,969} —6.1 ay 1951....... October 1956, 
52-979. __.. 35,080 | —4,687 | —13.4 | April 1952_._.___ October 1955. 
52-980__... 9,099 | —10,320 | —17.5 |-.--- Ce fe ee September 1955. 
53-603___.. 79, 870 | —12,428 | —15.6 | January 1953._..| November 1954. 
54-324__... 13, 200 —1,875 | —14.2 | October 1953. --_| October 1954. 
30, F d December 1955. 
3 April 1958. 
Goodyear Aircraft Corp., +. September 1954. 
Akron, Ohio. : December 1955. 
Grumman Aircraft Engi- ; November 1954. 
neering a, Beth- ’ September 1953. 
page, Long d, N.Y. y December 1953. 
‘ f ‘ March 1955. 
ee Age Corp., Palo | 51-338____. 2, 132 +540 | +25.3 | November 1950_.) June 1955. 
0, 4 
51-644. __._ 21, 697 —315 —1.5 | September 1951..| January 1953, 
Pte. 2, 743 +209 | +7.6 arch 1954 _._..| December 1954. 
_ ela 037 +305 | +3.8 | December 1954__| March 1957. 
Kaman Aircraft Corp., | 51-645...- 27,672 —158 —.6 | February 1951_..| January 1956. 
Bloomfield, Conn. 
Aircraft Corp., | 51-142...--. 62, 286 —775 | —1.2| August 1950_-___- July 1953. 
Burbank, Calif. 51-228..... 340 | —3,267 | —6.8 | February 1951...) March 1953. 
51-025_._.. 25, 735 +875 | +3.4 | September 1950..| October 1951. 
51-026. _... 158, 297 —6, 974 —4.4 y 1950.__..... March 1953. 
51-651___.. 15, 266 —960 | —6.3 | February 1951_..| June 1954. 
51-652__..- 5, 246 —564 eee et ea January 1955. 
51-653-_.-. 14, 117 —866 | —6.1 |..... eee December 1953. 
51-655... 348 | +1,067 | +1.2 |-.-.. Recut ceil February 1954. 
52-763___.. 56, 356 —2, 947 —5.2 | January 1952._..} July 1955. 
52-083... _ 70, 463 —458 —.6 | April 1952___...- May 1955. 
cae , 957 —5, 339 —9.5 | October 1952__..| October 1955. 
ia gl 12, 254 —1,270 | —10.4 | December 1952. Do. 
54-427_____ , 989 | —4,910 | —9.6 | November 1953 .. Do. 
ae 599 | —2,662| -—5.5 | March 1954......| December 1955. 
55-172... 99,374 | —1,032 | —1.0 | December 1954._| July 1957. 
56-128... .. 80, 476 —250 —.3 | October 1955-__- Do. 
McDonnell Aircraft | 51-640____- 149, 305 | +16,955 | +11.4 | March 1950._.._- January 1955. 
Corp., St. Louis, Mo. 
North American Avia- | 52-978... 114,450 | —6,198 | —5.4 | April 1952...___. February 1955. 
tion, Inc., Columbus, | 53-313___-- 45,142 | —2,970 | —6.6 | September 1952..| July 1955. 
Ohio. - | 54318... 27, 95' +663 | +2.4 | June 1953__._.... November 1956. 


Total for 47 contracts: - 








2, 534, 521 




















[Enclosure 2] 


PROCUREMENT AUTHORITY AND RESPONSIBILITY IN THE NAVY 
Exhibit I depicts the basic procurement organization of the Department of the 


Navy. 


Department of Defense——Procurement policy as well as uniform procurement 
procedures are set forth in the Armed Services Procurement Regulation (ASPR) 
which is issued by the Assistant Secretary of Defense (Supply and Logistics). by 
direction of the Secretary of Defense and in coordination with the Secretaries 


of the three military departments. To render assistance in this connection, the 
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Armed Services Procurement Regulation (ASPR) Committee develops policies 
and procedures for issuance by the Assistant Secretary of Defense. This com- 
mittee is composed of rhe ni wean ph the three military departments and the 
of the Assistant Secretary o ense. 

Pucielery of the Navy.—In the Department of the Navy, the Secretary of the 
Navy is responsible, under the direction, authority, and control of the Secretary 
of Defense, for the operation of the Department of the Navy as well as its effi- 
ciency, including the policy, administration, and control of all matters—including 
procurement—within the Department. In the discharge of his responsibility, 
the Secretary of the Navy exercises his authority through his civilian executive 
assistants and his naval professional assistants. 

Assistant Secretary of the Navy (Material).—The Assistant Secretary of the 
Navy (Material) is responsible under the Secretary of the Navy for policy, 
management, and control of the procurement, production, supply, and distribu- 
tion of material and of the acquisition, construction, management, maintenance, 
and disposition of real estate and facilities (SECNAVINST 5430.7B of Feb- 
ruary 5, 1959). 

Chief of Naval Material—tThe Chief of Naval Material renders staff assistance 
to the Assistant Secretary of the Navy (Material) in the performance of his 
logistic functions. Pursuant to 10 U.S.C. 5111(d), the Chief of Naval Material, 
under the direction of the Secretary, effectuates throughout the Department of 
the Navy policies of procurement, contracting, production of material, and plans 
therefor. Pursuant to 10 U.S.C. 5082, the Chief of Naval Material, under the 
direction of the Secretary. determines the procurement and production policies 
and methods to be followed in meeting the material requirements of the operating 
forces and coordinates and directs the efforts of the bureaus and offices of the De- 
partment of the Navy in this respect. 

Procuring activities—The procuring activities of the Department of the Navy 
include the Bureaus of Naval Weapons; Ships, Yards, and Docks; Supplies and 
Accounts; and Personnel; the Office of Naval Research; the Military Sea Trans- 
portation Service; and the U.S. Marine Corps. Operating under the Bureau of 
Supplies and Accounts are two single manager agencies: The Military Medical 
Supply Agency and the Military Petroleum Supply Agency (ASPR 1-201.3). 
The head of each Navy procuring activity is responsible for the procurement 
of supplies and services under the technical cognizance of his activity (see 
exhibit II) (ASPR 1-401; NPD 1-401.50). z 

It will be noted from the chart in exhibit I that the flow of procurement au- 
thority and procurement policy to the Navy’s procuring activities follows two 
a" parallel lines. This subject will be discussed in the following para- 
graphs, 

Procurement authority—Authority to execute and administer contracts is 
vested by statute in the Secretary of the Navy (10 U.S.0. 5081). The Secretary 
is authorized to delegate functions and assign responsibilities relating to pro- 
curement within the Department of the Navy, and, by agreement among the 
Secretaries concerned, to other departments (10 U.S.C. 2308). The Secretary 
has delegated functions and assigned responsibilities as indicated in the above 
paragraphs to the Assistant Secretary of the Navy (Material) and to the heads 
of the Navy procuring activities. 

The Secretary has also specifically designated the head of each Navy pro- 
curing activity as a contracting officer, and he has authorized each to further 
delegate all or any part of his contracting authority to such person or persons as 
he may select and designate as contracting officers (NUD 1-401.51). 

From the foregoing, it can be seen that there is a direct flow of contracting au- 
thority from the Secretary of the Navy to the heads of the Navy procuring ac- 
tivities. This contracting authority is exercised within the procuring activities 
to procure supplies and services in accordance with the respective assignments 
of technical cognizance (exhibit II). 

Procurement policy—Uniform policies and procedures established for the 
Department of Defense are set forth in the Armed Services Procurement Regu- 
lation (ASPR) which, as noted above. are developed by the ASPR Committee 
and issued by the Assistant Secretary for Defense (Supply and Logistics). 

Within the Navy, the Chief of Naval Material formulates, promulgates, and 
effectuates procurement policies and procedures. 

To the extent that more detailed procedures than those contained in the ASPR 
are required or where guidance is required in areas not covered by the ASPR, 
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ONM issues supplemental procurement regulations in the form of Navy Procure- 
ment Directives (NPD). 

The Chief of Naval Material is authorized to grant deviations from the pro- 
curement requirements of the ASPR or other Department of Defense directives 
which affect but one contract or transaction. Deviations affecting more than 
one contract or contractor are processed from the procuring activities to the 
Assistant Secretary of Defense (Supply and Logistics) via ONM. 

All requests for authority to negotiate procurements which require a determi- 
nation and finding by the Secretary are processed from the procuring activities 
via ONM. 

Prior approval by ONM is required for certain procurements in order to help 
insure that they are effected by the procuring activities under contracts which 
further the interests of the Government and at the same time are fair and rea- 
sonable both to the Government and to the contractor. This approval, known as 
the “business clearance,” follows an analysis of the placement, pricing, pro- 
cedural, and business aspects of the proposed procurement. ONM business clear- 
ances may be required because of either the size or type of the proposed pro- 
curement. For example, all proposed negotiated procurements of a value of 
$300,000 or more must be cleared. Also, all letter contracts, contracts providing 
for retroactive price redetermination after completion, and contracts containing 
any special clause providing for price revision which has not been authorized 
for general use must be cleared by ONM. The granting by ONM of a business 
clearance for a proposed procurement in no way relieves the cognizant con- 
tracting officer of his individual responsibility to execute only contracts which 
meet all applicable requirements of law or regulation. 

The Office of Naval Material sponsors Navy-wide training courses in subjects 
relating to procurement. It also conducts regular meetings of the top procure- 
ment personnel of the Navy’s major procuring activities for the purpose of dis- 
cussing new developments or mutual problems in the field of military procure- 
ment. 

Within ONM is a unit, the procurement review group, which reviews and an- 
alyzes the procurement organizations, methods, procedures, and pricing tech- 
niques used by the various purchasing activities of the Navy. The purpose of 
these reviews is to evaluate business practices, streamline and improve pro- 
curement operations, and insure compliance with existing regulations and 
policy. 
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ExuHisitT I 


PROCUREMENT ORGANIZATION OF THE DEPARTMENT OF THE NAVY 
FLOW OC T AUTHORITY 
AND POLICY GUIDANCE 
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NAVY PROCURING ACTIVITIES 








eonneee - Procurement Authority 


seseeeee Procurement Policy 
(1) Procurement authority is vested in the Military Secretaries 
by statute. 


(2) Departmental procurement instructions are applicable world- 
wide to all commands of the Department of the Navy. 
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ExuHisitT II 
PROCUREMENT RESPONSIBILITIES OF NAVY PROCURING ACTIVITIES 


Bureau of Naval Weapons 

Procurement of all Navy and Marine Corps aircraft, rockets, guided missiles, 
and naval ordnance, including major components and equipment and services 
related to their maintenance and repair and related research and development, 
This Bureau was established on December 1, 1959, through a merger of the 
former Bureau of Aeronautics and Ordnance. 


Bureau of Ships 

Procurement of naval vessels of all types, including hulls, components, ma- 
chinery, and all major electronic equipment except specialized air and fire- 
control electronic equipment; for research and development on such items; and 
for materials and appliances connected with chemical and biological warfare 
defense. It also procures all vessels and watercraft needed by the Army and Air 
Force and makes ship repair contracts with private shipyards. 


Bureau of Yards and Docks 

Procurement of services and materials related to public works, including con- 
struction and repairs at shore activities, public utilities, and transportation not 
otherwise assigned. The Bureau also serves as a construction agency for the 
Air Force. 


Bureau of Supplies and Accounts 


Manages the Navy’s field purchasing organization, which procures all of the 
replacement spares and parts, and associated consumables for the major prime 
items of equipment purchased by the technical bureaus as described above. Addi- 
tionally, it procures general-purpose and common-use items not assigned to one 
of the Defense Department’s coordinated procurement offices, and performs the 
local purchasing at all of the Navy’s field activities such as Navy purchasing 
offices, naval stations, naval air stations, naval supply depots, and naval ship- 
yards. Also operating under the Bureau of Supplies and Accounts are two 
single-manager agencies, the Military Medical Supply Agency and the Military 
Petroleum Supply Agency. 


Bureau of Naval Personnel 


Procurement of services and materials incident to the recruiting, training, 
and welfare of naval personnel. 


Office of Naval Research 

Procurement of basic research of a general nature, procurement “for the 
design and development of training devices and aids, and the procurement of 
special research projects which augment those being conducted by the various 
technical bureaus. 


Military Sea Transportation Service 

Procurement of commercial ocean transportation ; operational services relating 
to Military Sea Transportation Service ships, repair, overhaul, or alteration of 
Military Sea Transportation Service ships or ships chartered by the Military 
Sea Transportation Service; and supplies or services abroad or in time of 
emergency. 


U.S. Marine Corps_ 


Procurement of all equipment, supplies and services required by the Marine 
COEDe, procurement responsibility for which has not been specifically assigned 
where. 
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Navy use of fived-price incentive (FPI) type contracts by procurement program, 
fiscal year 1959 
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The following data was submitted by the Department of the Navy, 
subsequent to completion of the hearings for completion of the reall : 
Navy insert, page 294 : 


The penalty to be assessed against the contractors in accordance with the 
contract terms ranged from 5 percent to 30 percent of the target cost overruns 
under the contracts. 

Of the 47 contracts finally priced, 15 contracts experienced target cost overruns 
totaling $68.8 million. Of this amount, the contractors were required to absorb 
$6.7 million. 

Of the 47 contracts under discussion, 23 allowed the contractor less than 2 
percent of the savings, 9 allowed 20 percent, and 15 allowed a higher rate, with 
30 percent being the maximum allowed any of these contractors. 


Navy insert, page 302 : 


Of the 47 contracts under discussion, including the 15 in which final cost 
exceeded the target cost, there was only one in which the final cost exceeded the 
ceiling price established at the time of initial negotiation. In this case, the 
contract ceiling was $4,147,929 and the contractor’s overrun was $54,547. The 
latter amount was absorbed as a loss on the contract by the contractor. 


Navy insert, page 304: 


For 47 Navy incentive contracts for aircraft and missiles finally priced during 
the 3 years ending December 31, 1959, no appeals were made to the Armed Services 
Board of Contract Appeals. However, it is important to note that, in initially 
pricing these contracts, the Navy did not in any of these cases accept the original 
cost and profit proposal of the contractor; however, after the completion of the 
contracts we also in every case negotiated better final prices than the company 
proposed. The contractors’ proposals were significantly modified during exten- 
sive negotiations in the Bureau. Also, each of such contracts was examined and 
cleared by the Office of Naval Material pursuant to the business clearance 
procedure outlined in Secretary Banttz’ statement. 


Appeals to the Armed Services Board of Contract Appeals are made only after 


a contract has been awarded, and only with respect to disputes between the-con- 


tractor and the Government of the sort covered by the disputes clause of the 5 


contract. Such disputes could arise in the negotiation of final costs to be 
allowed on the contract, but as stated above this did not happen in any of the 
47 contracts discussed. 


Navy insert, page 311: 

Of the 47 contracts under discussion, 23 allowed the contractor less than 20 
percent of the savings, 9 allowed 20 percent, and 15 allowed a higher rate, with 
30 percent being the maximum allowed any of these contractors. Operation of 
these share patterns resulted in changes to initially negotiated target costs and 
profits as follows: 











be Incentive sharing 
[Value in thousands] 
Contrac- | Contrac- 
Cost Contrac- Cost tors’ target | tors’ final 
(reduc- | tors’profit| (reduc- profit profit 
tion) or or tion) or percent percent 
increase (penalty) | increase before after 
4 share or share or 
penalty penalty 
15 contracts involving cost overruns. ___... $68,832 | 1 ($6, 695) $62, 137 8.3 6.8 
32 contracts involving cost underruns._--_-- (136, 479) 2 25, 690 (110, 789) 9.0 11.2 
All @ oonipatts.....c...5-<-....3-- (67, 647) 18, 995 (48, 652) 8. 9.8 




















1 Represents penalty of 9.7 percent of the cost over target. Navy share 90.3 


percent. 
2 Represents share of 18.2 percent of the cost reduction under target. Navy share 81.2 percent. 
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Navy utilization of fiwed-price incentive (FPI) type contracts, fiscal years 
1957-60 (9 months) 


























[Value in millions] 
Fixed-price incentive 
contracts 
Total pro- 
Fiscal year curement 
value Percent of 
Value total pro- 
curement 
$5, 292 1, 056 20 
6, 570 1, 189 18 
7,127 825 12 
4, 765 651 14 
Navy insert, page 312: 
DEPARTMENT OF THE NAvy, 
OFFICE OF THE SECRETARY, 
Washington, October 8, 1959. 
NOPD 6-60 


From: Secretary of the Navy. 
To: Distribution list. 
Subject : NPD 3-809 (Audit asa pricing aid). 


1. The following new directive is effective immediately (addressees are re- 
minded of the need to refer to ASPR in using the new codified NPD—in this case, 
see ASPR 3-809) : 


3-809 Audit as a pricing aid 


(a) General.—It is the policy of the Department of the Navy that the services 
of the Contract Audit Division of the Office of the Comptroller of the Navy shall 
be utilized to the maximum extent practicable incident to the negotiation of 
contract prices. Such services are made available in two forms; namely, the 
submission of advisory audit reports on contractors’ proposals and provision 
of liaison accountants for personal consultation with procurement personnel. 

(b) Advisory audit reports—(1) Contracting officers shall request the Con- 
tract Audit Division for an advisory audit report for the purpose of obtaining 
an independent evaluation of contractors’ proposals in the following cases: 

(i) conversion of letter contracts ; 

(ii) redeterminations of contract prices ; 

(iii) setting of firm targets under incentive contracts ; 

(iv) final pricing of incentive contracts; and 

(v) equitable adjustments including change orders ; 
unless the contracting officer determines that there are good and sufficient 
reasons for waiving the use of such audit assistance. Such reasons might be 
the availability of adequate current information from other sources or the 
small dollar amount of the proposal compared to the time and expense of 
securing an advisory report. Where audit assistance has been waived and 
business clearance is required, the details supporting the waivers shall 
be furnished as part of the business clearance. 

(2) Contracting officers should also generally obtain advisory audit reports 
for use in negotiating any pricing action where the negotiations involve sub- 
mission of cost data by the contractor and reliance thereon is a major pricing 
factor. In all such cases where business clearance is required and an advisory 
report was not requested, the clearance submissions should cover this point. 

(c) Liaison accountants—The Comptroller of the Navy makes available, upon 
tequest by Navy purchasing activities, the full or part-time personal services 
of professionally trained liaison accountants, so that negotiators can obtain the 
benefit of personal discussion and advice in connection with the analysis of 
contractors’ cost representations and related matters. Navy purchasing activi- 
ties lacking such assistance, when needed, shall contact the officer in charge 
of the Navy area audit office serving the area. The charter of the Comptroller 
of the Navy, as approved by the Secretary of the Navy effective June 12, 1959, pro- 
Vides that the Assistant Comptroller, Audit, is responsible for rendering cost 
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analysis and procurement liaison assistance to Navy purchasing activities. This 
does not preclude purchasing activities from utilizing price analysis staffs but 
does require greater coordination between such personnel and audit personnel, 

(d) Negotiating assistance.—It is the policy of the Department of the Navy 
that the “team concept” in negotiated procurement shall be utilized to the maxi- 
mum extent practicable. As may be evident from the foregoing, this includes, 
in appropriate cases, participation of the liaison accountant or field auditor in 
both prenegotiation and negotiation meetings internally and with the con- 
tractor whenever (i) substantial amounts of costs are questioned, (ii) cost 
considerations are influenced by method of accounting, or (iii) any other cost 
or accounting matter of substance requires professional accounting assistance 
in its disposition. Operation under the team concept, however, does not relieve 
the contracting officer of the sole responsibility of controlling and conducting 
negotiations and making final determinations with respect to prices, nor does 
such participation change the auditor’s position to other than advisory. 

C. P. MILNE, 
Assistant Secretary of the Navy (Material). 
Distribution : 
SNDL: A2A (ONM, ONR, and NAVCOMPT only) 
A5, A6, 41A 

BUSANDA Special List X144 
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APPENDIX 4 


SPECIAL SUBCOMMITTEE ON PROCUREMENT PRACTICES IN THE 
DEPARTMENT OF DEFENSE CONSIDERATION OF H.R. 12299, TO 
AMEND THE ARMED SERVICES PROCUREMENT ACT OF 1947 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SpectaL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
OF THE DEPARTMENT OF DEFENSE, 
Washington, D.C., Tuesday, May 31, 1960. 

The subcommittee met at 10:25 a.m., Hon. Carl Vinson, chairman, 
presiding. ‘ ‘ 

Mr. Vinson. Now, members of the committee, this is a meeting this 
morning of the Special Subcommittee on Defense Procurement. 

Now, that subcommittee is composed of Mr. Kilday, Mr. Rivers, 
Mr. Lankford, Mr. Huddleston, Mr. Morris, Mr. Arends, Mr. Bates, 
Mr. Bray, Mr. Osmers and Mr. Becker. 

This is a very important bill; and I am cin | all the members 
who are here now to please sit with us during this hearing. 

Now, Mr. Courtney. 

Mr. Courtney. Yes, Mr. Chairman. 

Mr. Vinson. Let copies of H.R. 12299 be distributed to the members 
of the committee. 

Mr. Courtney. They have been distributed, Mr. Chairman. 

Mr. Vinson. All right. 

(The bill follows :) 


(H.R. 12299, 86th Cong., 2d sess.] 
A BILL To amend the Armed Services Procurement Act of 1947 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That title 10 of the United States Code is 
hereby amended as follows: 

(a) Subsection 2304(a) is amended to read as follows: 

“(a) Purchases of and contracts for property or services covered by this 
chapter shall be made by formal advertising in all cases in which the use 
of such method is feasible and practicable under the existing conditions and 
circumstances. If use of such method is not feasible and practicable, the 
head of an agency, subject to the requirements for determinations and find- 
ings in section 2310, may negotiate such a purchase or contract, if—”. 

(b) Subsection 2304(a) (1) is amended to read as follows: 

“(1) it is determined that such action is necessary in the public interest 
during a national emergency declared by the Congress or six months 
following a national emergency hereafter declared by the President.” 

(c) Subsection 2304(a) (14) is amended to read as follows: 

“(14) the purchase or contract is for technical or special property that he 
determines to require a substantial initial investment or an extended period 
of preparation for manufacture, and for which he determines that formal 
advertising would result in excessive cost to the Government by reason of 
duplication of investment or would result in duplication of necessary prep- 
aration which would unduly delay the procurement of the property ;’”’. 
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(a) Subsection 2304(a) (17) is amended td read as follows: 

“(17) otherwise authorized by law, or when in furtherance of small 
business, labor surplus area, or major disaster area programs, the a 
head determines that supplies or services are to be procured from smal] 
business concerns, from concerns which will perform the contracts syb 
stantially within labor surplus areas as determined by the Secretary of 
Labor, or from concerns which will perform the contracts substantially 
within areas of major disaster as determined by the President.” 

(e) Section 2304 is amended by adding a new subsection as follows: 

“(g) In all negotiated procurements in excess of $2,500 in which rates or 
prices are not fixed by law or regulation and in which time of delivery will 
permit, proposals shall be solicited from the maximum number of qualified 
sources consistent with the nature and requirements of the supplies or serv- 
ices to be procured, and written or oral discussions shall be conducted with 
all responsible offerors who submit proposals within a competitive range, 
price, and other factors considered: Provided, however, That the require 
ments of this subsection with respect to written or oral discussions need 
not be applied to procurements in implementation of authorized set-aside 
programs.” 

(f) The second sentence of subsection 2306(a) is amended by substituting 
“(f)” for “(ey)”. 
(g) Section 2306 is amended by adding a new subsection as follows: 

“(f) No contract negotiated under this title shall contain a profit formula 
or price redetermination provision that would allow the contractor increased 
fees or profits for cost reductions or target cost underruns resulting from 
causes other than those which the contractor can clearly and completely 
demonstrate are due to his skill, efficiency, or ingenuity in the performance 





of such contract.” 
(h) Subsection 2310(a) is amended:to read as follows: 

“(a) Determinations and decisions required to be made under this chapter 
by the head of an agency may be made for an individual purchase or con- 
tract or for a class of purchases or contracts.” 

(i) Subsection 2310(b) is amended to read as follows: 

“(b) Each determination or decision under clauses (11)—(16) of section 
2304 (a), section 2306(c), or section 2307(c) of this title shall be based ona 
written finding by the person making the determination or decision, and 
such findings shall set out facts and circumstances which (1) are clearly 
illustrative of the conditions éeseribed in clauses (11)—(16) of subsection 
2304(a), or (2) clearly indicate why the type of contract selected under 
subsection 2306(c) is likely to be less costly than any other type, or (3) 
clearly indicate why advance payments under subsection 2307(c) would be 
in the public interest. Contracts negotiated under clauses 2, 4, 5, 6, 7, 8, 9, 
10, 11, 12, 13, and 14 of section 2304(a) shall be supported by a written find- 
ing setting out facts and circumstances. sufficient to clearly and convincingly 
establish that use of formal advertising would not have been feasible and 
practicable. Each determination, decision, and finding required by this sub- 
section shall be kept available in the agency for at least six years after the 
date of execution of the contract to which it applies, and a copy thereof 
shall be submitted to the General Accounting Office with each contract to 
which it applies.” 

(j) Section 2311 is amended to read as follows: 


“8 2311. Delegation 


“The head of an agency may delegate, subject to his direction, to any other 
officer or official of that agency, any power under this chapter except the power 
to make determinations and decisions under section 2306(c) and under clauses 
(11)-—(16) of section 2304(a) of this title. However, the power to make a deter- 
mination or decision under section 2304(a)(11) of this title may be delegated 
only to a chief officer or official of that agency who is responsible for procurement, 
and only for contracts requiring the the expenditure of not more than $100,000.” 


Mr. Vinson. Now, members of the committee, as a result of state- 
ments made by the representative of the General Accounting Office 
when he was testifying here some weeks ago, we suggested to him 
that he prepare a bill for consideration of the committee dealing with 
the subject matters that were under discussion at that time. 
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Now, he sent his views up. I prepared them in a bill and introduced 
it~. And now it isin H.R. 12299. 

Now, the first witness we will hear this morning in regard to this 
isthe Assistant Secretary for Logistics in the Department of Defense, 
Mr. McGuire. 

Mr. McGuire, have you any comments now in regard to this bill 
which has been sent to the Department for your comments and views? 

Secretary McGuire. I have a statement that I would like to read 
and have put in the record, if I may, Mr. Chairman. 

Mr. Vinson. Go ahead, Mr. McGuire. 

Secretary McGuire. Mr. Chairman and members of the committee, 
I appreciate the opportunity to appear before this committee in re- 


_ sponse to your invitation to discuss H.R. 12299, a bill to amend the 


Armed Services Procurement Act of 1947. 
Ihave with me Mr. G. C. Bannerman, the Director for Procurement 
Policy in my office, who, I am sure you know from his previous appear- 


ances before the committee, is a specialist in this field. 


While certain provisions of the bill are unobjectionable and present 
desirable clarifications in the law, as noted in the detailed comments 
below, other provisions raise substantial issues of serious concern to 
the Department of Defense. It is our considered judgment that these 
objectionable provisions would— 

1. Slow down the procurement process and delay acquisition of 
urgently needed military equipment ; 

2. Tend to increase procurement costs; and 

3. Create confusion and uncertainty in our procurement gee 

I will now make specific comment on each subsection of the bill. 

Subsection (a): Subsection (a) of the bill would amend section 
mis) of chapter 137, title 10, United States Code—— 

Mr. Vinson. Wait a minute, Mr. McGuire. 

Mr. Courtney, will you read subsection (a), as I see he is goin 
to take it up by subsections. Let’s have the committee have in its min 
what subsection (a) does. Read subsection (a) of the bill. 

Mr. Courtney. Subsection (a), 2304(a), would be amended to read 
as follows: 

Purchases of and contracts for property or services covered by this chapter 
shall be made by formal advertising in all cases in which the use of such method 
is feasible and practicable under the existing conditions ond circumstances. 
If use of such method is not feasible and practicable, the head of an agency 
subject to the requirements for determinations and findings in section 2310 may 
negotiate such a purchase or contract if— 
and then the section continues with subsection (b), which is pertinent 
at the moment, Mr. Chairman. 

a Vinson. All right. Now we know what subsection (a) deals 
with, 

Now go ahead with your comments. 

Secretary McGume. If such method—you want me to start back 
to where I started on subsection (a), Mr. Chairman? 

Mr. Courtney. Yes. 

Secretary McGuire. Subsection (a) of the bill would amend sec- 
tion 2304(a) of chapter 137, title 10, United States Code, to state 
expressly the intent of Congress that all purchases of and contracts 
for property or services covered by the chapter should be made by 
formal advertising whenever such method is feasible and practicable 
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under the existing conditions and circumstances. If such method js 
not feasible and practicable, the head of an agency, subject to certain 
determinations and findings being made, may negotiate such pur. 
chases or contracts under the 17 exceptions set forth in section 2304 (a), 

As a matter of fact, we are presently developing a revision to our 
Armed Services Procurement Regulation to prescribe such a require- 
ment. Therefore, subject to my subsequent comments on subsection 
(i) of the bill with respect to determinations and findings, the De- 
partment concurs in this subsection. 

Subsection (b) —— 

Mr. Courtney. Mr. Chairman. 

Subsection (b) would amend section (a) (1) of section 2304, to read 
as follows: 


(1) It is determined that such action— 
meaning negotiation— 


is necessary in the public interest during a national emergency declared by the 
Congress or 6 months following a national emergency hereafter declared by the 
President. 

Mr. Vinson. Allright. Go ahead» 

Secretary McGume. Subsection (b) would amend clause (1) of 
section 2304(a) in two respects. First, it would, in effect, preclude 
the use of the national emergency exception during the present emer- 
gency declared by the President. Secondly, while the language of 


the subsection is not entirely clear, it would appear that in the case § 


of a national emergency hereafter declared the President, the 
period for use of the exception would be limited. t 
ing his declaration of such an emergency. 

As stated previously to your committee, the Department of Defense 
does not object to limiting the use of this authority to hereafter de- 
clared emergencies, provided that the present uses of this authority; 
namely, in small business, labor surplus, and disaster area programs 
and for research and development contracts not in excess of $100,000, 
are otherwise provided for in the statute. It appears that these uses 
have been provided for in other subsections of this bill. 

The desirability of limiting the use of this authority, in the situa- 
tion where a national emergency has been declared by the President, 
to 6 months following such declaration is questionable. Since it is 
impossible to forecast the duration of a future national emergency and 
the concomitant need for the use of this authority, rather than to 
limit its use to 6 months, it would appear more practicable that it 
should continue until such time as the Con or the President de- 
cided it was no longer necessary. Accordingly, it is recommended that 
the proposed amendment be revised to read as follows: 

(1) it is determined that such action is necessary in the public interest during 
a national emergency hereafter declared by Congress or the President. 

Mr. Vinson. Of course, Mr. Secretary, the Congress would be in 
session. Then if the emergency has been declared by the President 
and the emergency oxansaele months, then Congress could step in and 
declare a national emergency also. 

Now, read the next sentence. 

Mr. Kitpay. Before we leave that, Mr. Chairman, could we have 
the context of the full section read, or how it would read with this 
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athendment? I don’t quite understand “or 6 months following a 
national emergency”, whether that is intended to mean 6 months from 
the declaration of the emergency or 6 months after the declaration. 

Mr. Courtney. Well, the Secretary calls attention to the language: 
it is determined that such action is necessary in the public interest during a 
national emergency declared by the Congress or 6 months following a national 
emergency hereafter declared by the President. 

Now, the authority is the authority to negotiate. 

Mr. Bannerman. Mr. Kilday, we interpreted that language to 
mean that a Presidential declaration hereafter made would be good 
for only 6 months, and that thereafter, in the absence of an act of 
Congress, that declaration would lapse for the purpose of this statute. 

Mr. Vinson. I think that is the proper construction to put on it. 
That is what it was intended to do, the way I understood it. 

Mr. Courtney. That is right. 

Mr. Vinson. That the President could issue the proclamation of 
emergency for 6 months, and if nothing happened, that is, Congress 
did not intervene at the end of 6 months from the end of his proclama- 
tion, it would expire. But Congress would be in session to declare a 
national emergency itself. 

Isthat your idea, Mr. Courtney ? 

Mr. Courtney. That was the intention, as I understand it. 

Mr. Kitpay. Or he could declare another national emergency. 

Mr. Vinson. But the thing is, the national emergency can only 
be for 6 months. 

Mr. BANNERMAN. Very well, Mr. Chairman, in the event of another 
national emergency, it would be impossible to predict what the situa- 
tion might be and it would he highly desirable to have this power in 
the President, subject to having it revoked if necessary by the 


Congress. 

Mr. Bray. Mr. Chairman. 

Let’s assume that conditions would be still bad or that it got better 
and then got worse. At least the President, and even if Congress 
were not in session, if the situation was bad enough, would call another 
national emergency, couldn’t he ? 

At least it is going to cause him to review the situation at least 
every 6 months, so the national emergency doesn’t last forever. 

Mr. BANNERMAN. Mr. Bray, when there is a declaration of national 
emergency, it is mv understanding—I would like to have counsel check 
me on this—that this involves a very large number of statutes and 
different: statutory situations, of which this is a very small part. 

Mr. Vinson. That is right. 

Mr. BannerMAN. And hence we wouldn’t feel that we should put 
that requirement on either the Congress or the President with respect 
just to this one small part of the results of a national emergency 
declaration. 

Mr. Rivers. Mr. Chairman. 

Asa practical matter, we are in an emergency now. 

Mr. BannerMAN. That is correct. That is why the word “here- 
after” is in this proposal, Mr. Rivers. 

Mr. Vinson. In other words, as suggested by Mr. Kilday to the 
witnesses who were testifying on this subject matter, it will here- 
after have the effect of nullifying President Truman’s national emer- 
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gency, and the President would have to issue a new national emergenty 
so it could be invoked under the section that is applied to now? 

= BanNERMAN. That is correct, Mr. Chairman. We agree with 
that. 

Mr. Vinson. Then the effect of it would be that if he did not issue 
@ new national emergency, and Congress not doing so, then you could } 
wn? your procurements under that section. ' 

r. BANNERMAN. That is correct. | 

Mr. Rivers. Mr. Chairman, before we proceed: In the Secretary’s 
statement, I notice he referred to the provisions of, I think, the present 
law about small bysiness. 

Secretary McGuire. Yes, sir. 

Mr. Rivers. Labor surplus. } 

Secretary McGuire. Yes, sir. 

Mr. Rivers. And disaster areas. What is a labor surplus area? 

Secretary McGumme. Well, labor surplus areas—and I think it is 
spelled out in this bill, Mr. Rivers—are those areas designated by the 

ecretary of Labor as having a percentage of unemployment over a | 
certain percentage figure. I think the figure is either 6 or 7 percent. 
It goes into what they call a class C area, I believe. } 

Mr. Rivers. Because we have areas in this country where industries 
have migrated to other sections of America. And that would bea 
chronic labor surplus area. 

Secretary McGuire. Well, that is a different labor surplus situation. 
The difference, Mr. Rivers, is that the chronic, so-called, labor surplus 
area is one that seems to continue regardless of the overall level of 
national economy. 

Mr. Rivers. I don’t think that the procurement—Mr. Chairman, I 
want you to hear this—I don’t know why, in our procurement for | 
military need, that the Congress owes any responsibility to an area 
where, because of economic reasons, there has been and will continue 
to be chronic unemployment. It penalizes other sections of the coun- 
try who can make an equal contribution to the military procurement 
program. 

Secretary McGuire. Well, as you know, Mr. Rivers, there is in our 
annual appropriation bills a prohibition against our paying a price 
differential to relieve economic dislocation. And we are very careful 
to watch that. 

Mr. Rivers. We have had quite an impact on our textile industry 
in the South because of the competition with notably Japan and other 
areas. And nobody has gone out there to help those people. And 
we have told them they would just have to fight that out themselves. 
We want to be fed by the same spoon that other areas in America are. 
And our textile people had to liye through this critical period of 
competition. 

I don’t think we should use the strong arm of the Government to 
favor any section of America who can’t live by the rules. They 
shouldn't have favorite treatment. I can understand disasters and 
things of that character. But we should get out 

Secretary McGuire. Under our procurement’ regulations, Mr. 
Rivers—and this same factor, I believe, holds true in other agencies 
of the Government, although I am not sure that there is a similar 
prohibition in their appropriations—we do not pay a premium on 
any situation such as this. 
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Mr. Vinson. Well, may I say to Mr. Rivers, he has forgotten the 
fact that a few years ago we passed a bill correcting this, by a vo 
of 872 to 2—— 

Mr. Rivers. Mr. Chairman. 

Mr. Vinson. It was never considered in the Senate. 

I think this is the right approach to deal with the exceptions in 
these four instances. 

Mr. Rivers. I am not talking about what we did then. I am asking 
the Secretary what the concept is of what he has in his statement. 
And I just want to be sure as to what they are doing, with or without 
any provision of existing statute. That is all. 

retary McGuire. Mr. Rivers, in the spending of defense funds, 
our first responsibility is to properly spend those funds to obtain the 
items we need. 

Now, there are economic problems. But we cannot be guided by 
those economic problems as a first consideration. 

Mr. Rivers. Of course. I just wanted to get your idea on that. I 
think I agree with you. 

Secretary McGuire. I think, all things being equal, we must cer- 
tainly recognize those problems, and wherever they have a capability 
to. assist us, we should see to it that they have a fair shot at the 
business, 

Mr. Rivers. I agree with that. 

Pe Vinson. Now, members of the committee, section 2304 is as: 
ollows: ; ’ 


(a) (1) it is determined that such action is necessary in the public interest 
during a euiinatae declared by the Congress or the President. 


Now, we are seeking, by amending that in this language: 


it is determined that such action is necessary in the public interest during a 
national emergency declared by the Congress or 6 months following a national 
emergency hereafter declared by the President. 

Now, the only thing that we are changing is the act of the President. 
As far as the Congress is concerned, that is— 
it is determined that such action is necessary in the public interest during a 
national emergency declared by the Congress or 6 months following a national 
emergency hereafter declared by the President. 

Now, that would nullify the national emergency of 1950. And to 
invoke this section 2304(a) (1), the President would have to issue a 
new national emergency, and that brings into effect, as Mr. Banner- 
man said, many, many other statutes, or Congress would have to deal 
with the matter. Otherwise, we have no national emergency, except 
in those two instances. 

Now, Mr. Secretary, is this as far as you are commenting on that 
section ? . 

Secretary McGuire. Yes, sir. 

Mr. Vinson. Well, from my viewpoint, I don’t think you make a 
very strong case of opposition to it. 

I think what we are trying to do—you find yourself in complete 
accord, or practically, except you say— 
it is determined that such action is necessary in the public interest during a 
national emergency hereafter declared by the Congress. f 

And we say, “a national emergency declared by the Congress or 6 
months.” 
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Well, the only difference between your viewpoint and ours: {y 
have a limitation of 6 months—— 
Secretary McGume. There are two differences, Mr. Chairman: One, | 





we put in the word “hereafter” 
Mr. Vinson. We have got “hereafter”, too. I 





Mr. BanNeRMAN. Yes, they have it. 
Mr. Vinson. So the legal effect of that would be: Either you | 
amendment or our amendment would cancel the Executive order of 
1950. 

Mr. Bannerman. That is correct, Mr. Chairman. 

Mr. Vinson. That is right. 

Mr. BannerMAN. We are in agreement with that recommendation. 

Mr. Vinson. That is right. 

Now, the only other difference is: We have put a limitation of six 
months and you have no limitation. 

Secretary McGuire. That is correct. j 

Mr. Bannerman. That is correct. 

Mr. Vinson. That is the only difference. 

Mr. Bannerman. That is correct. 

Mr. Vinson. I think yours is a wide-open approach. It is almost | 
as bad as it is now. 

There must be some kind of limitation on it. And I think we areo 
sound ground to have a limitation of 6 months. If the emergency still ) 
continues, why, Congress will be in session in 6 months, and Congres 
can then declare a national emergency. And then it would be a com. | 
plete national emergency, by both the Executive for the 6 months and 
the Congress picks it up at the end of 6 months. 

. Bannerman. Mr. Chairman, we felt if the Congress were in 
session at that time, the Congress might or might not have occasion to 
invoke this statute. The Congress would be very busy’ on a great 
many things. 

Mr. Vinson. We are busy. But we are never too busy to deai with 
national emergencies. The first duty of the Government is national 
emergencies. 

Mr. Nasu. If I could just clarify one point # 

Mr. Vinson. Yes, let’s clarify it. 

Mr. Nasu. This provision would not nullify the 1950 declaration of | 
a national emergency. 

Mr. Vinson. You say it would not ? j 
Mr. Nasu. It would not. It’s only effect would be to limit the ap- 
plication of that declaration to this statute. : 
_ The 1950 declaration would still be in effect for use in other situa: | 

tions. 

Mr. Courtney. But it Would be inapplicable, Mr. Chairman, in 
procurement. ; i 

Mr. Nasu. But it would be inapplicable—— 

Mr. Vinson. As far as this law is concerned ? 

Secretary McGuire. That is correct. 

Mr. Vinson. You are correct about that? | 

Secretary McGure. Yes. 

Mr. Vinson. As far as what we are talking about, that is off the | 
books ? 
Mr. Nasu. Yes, sir. 
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Mr. Vinson. All right. 

Then the only difference is, now: You think it should be for an 
indefinite national emergency, and we think it should be a 6 months’ 
national emergency ? 

Secretary McGuire. That is correct, Mr. Chairman. 

Mr. Vinson. All right. 

Now, take subsection (c). , 

Mr. Courtney. Subsection (c), as proposed, Mr. Chairman, in the 
bill, amends subsection 2304 (a) (14). 

Mr. Vinson. Wait a minute. 

Let’s read what 14 does first, so we can understand it— 
the purchase or contract is for technical or special property that he determines 
to require a substantial initial investment or an extended period of preparation 
for manufacture, and for which he determines that formal advertising and 
competitive bidding might require duplication of investment or preparation 
already made or would unduly delay the procurement of that property. 

That is what we are seeking to amend here. 

Allright, how do we amend it ? 

Mr. Courtney. The proposed amendment would be— 
the purchase or contract is for technical or special property that he determines 
to require a substantial initial investment or an extended period of preparation 
for manufacture and for which he determines that formal advertising would 
result in excessive cost to the Government by reason of duplication of investment 
or would result in duplication of necessary preparation which would unduly 
delay the procurement of the property. 

Mr. Vinson. Now, the committee can understand this language is 
a ay, to take the place of section (14) that I read? 

r.Courtney. That is right. 

Mr. Vinson. Allright. Now, Mr. Secretary, what is your comment 
in regard to that ? 

Secretary McGuire. With two exceptions, we agree that the pro- 
posed changes are desirable and clarify the existing clause. 

Mr. Vinson. All right. 

Secretary McGuire. The proposed amendment would require a de- 
termination that “formal advertising would result in excessive cost to 
the Government by reason of duplication of investment.” In the situ- 
ations where the use of this exception is appropriate, it would be im- 
possible to determine with assurance that advertising “would” result 
m higher cost. We never could be sure what the cost would be under 
formal advertising unless it was actually tried in every instance. We 
do know, in these situations, that it would be very possible for a con- 
tractor, under formal advertising, to bid a very high price with assur- 
ance that all competitors, who would have to duplicate the investment, 
would bid still higher. Accordingly, advertising is inappropriate in 
such cases. However, we can only assure that the costs “would be 
likely to” be higher. Hence, we recommend that the words “be likel 
to” be inserted after the word “would” in line 15, page 2 of the bill. 
Also, we think that the term “excessive cost” in the same line is too 
vague asa standard. We recommend that the term “additional costs” 
be substituted in lieu thereof. 

Mr. Vinson. Well, we almost found ourselves in agreement again. 
You polished it up a little. Let’s see if your polishing of it has de- 
stroyed what we are driving at. 
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Now, in the first place, we want someone with the responsibility tc 
know what is going on and look over it. That is the purpose of all 
this. And that requires the contracting officer to have knowledge of 
it. Because it says— 


the purchase or contract is for technical or special property that he determines to 
require a substantial initial investment or an extended period of preparation for 
manufacture, and for which he determines that formal advertising would result 
in excessive cost to the Government by reason of duplication of investment or 
would result in duplication of necessary preparation which would unduly delay 
the procurement of the property ; 





Now, I think—well, you are just a little hesitant to be put on the | 
spot and reach the final positive decision, but you will make a stab at 


it, is that it? 

Mr. BannerMan. Mr. Chairman, this determination has to be made 
before the procurement is made. 

Mr. Vinson. That is right. 

Mr. Bannerman. I think we can understand, under the exception 14 
cases, that there may be one contractor, for instance, who, because of 
his prior experience, would do the work for $1 million, having spent 
perhaps half a million to get ready for it. Any other contractor 
would have to duplicate that investment of half a million dollars. 
This would permit the first contractor to bid, say, half a million higher, 
or $400,000 higher, and still get the business. 

Now, we cannot be sure he would bid that much higher. We don't 
know that. He might bid only the $1 million which it would cost him. 
But on the other hand, it would be within his power to bid higher. 

So we feel that under a situation like that it would be far better to 
negotiate with him and make sure that none of that excessive cost is 
in there. 

Now, we can’t be sure what he would do in the case of formal adver- 
tising. Hence, we would like to have the words “would be likely to”, 
because that describes the situation. 

Mr. Courtney. I would like to ask a question there, Mr. Chairman. 

Wouldn’t it be possible, in a request for bids, to have the bidder 
indicate the amount of his investment? Isn’t that commonly done! 

Mr. Bannerman. In a formal advertisement, no, Mr. Courtney. 

Mr. Courtney. There is no reason why it can’t be done, is there? 

Mr. Bannerman. I don’t think there is any reason it can’t be done. 
But we have no alternative, if we are going to award a formally 
advertised procurement, but to award it at the overall low bid price. 

Mr. Courrney. Isn’t it possible to equate formally advertised bids 
on various items in the bid, of which this could be one, in determining 
who is the low responsible bidder? 

Mr. Bannerman. I think in awarding to a low responsible bidder 
in formal advertising, you award to the bidder who quotes you the 
low overall price, who is otherwise responsible. 

Secretary McGume. I don’t think we have the authority to break 
down this formally advertised bid, Mr. Courtney, and award to other 
than the overall low bidder. And I think there would be a lot of 
reluctance to break it down in this manner. I think it could lead us 
into a lot of other problems which would clutter up our procurement. 

I would point up this, Mr. Chairman: We are saying “would be 
likely to result”, and taking out the word “excessive”. What 18 
“excessive” ¢ 
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Mr. Vinson. You are taking out “excessive”? 

Secretary McGuire. We say “additional cost”. 

Mr. Vinson. And you are suggesting “be likely to”. 

Mr. Courtney. No, he is suggesting that the word “additional” be 
substituted for the word “excessive”. 

Secretary McGuire. We think this is saying it with much more 
specificity than “excessive”. 

What is “excessive”? I don’t know. It is relative. 

Mr. BANNERMAN. Not only that, Mr. Chairman, this exception is 
only used in those cases where we have very large initial investments 
which have already been made, as in tanks and aircraft and missiles 
and items of that sort, where the existence of additional cost in the 
event some other contractor would undertake the work, is very clear 
and usually very large. There cannot be much doubt about it. 

However, we never know what the company who has previously done 
the work might bid under a circumstance that it is not faced with. 
Hence, we can’t say with assurance that he would bid higher. We just 
don’t know that. 

Mr. Vinson. Of course, you don’t know it to amount to any cer- 
tainty, unless you had it advertised. 

Mr. BannERMAN. That is right. 

Mr. Vinson. Let’s hear how you propose to amend it. 

“Hence, we recommend that the words ‘be likely to’ be inserted 
after the word ‘would’ in line 15, page 2 of the bill.” 

Secretary McGuire. That is correct. 

Mr. Vinson. Now, let’s see. Line 15, page 2 of the bill. Where 
does that come in? Let me catch it. You strike out “excessive” —— 

Secretary McGuire. And add “additional cost” in substitution of it. 

Mr. Vinson. “Would result in additional cost”—— 

Mr. Courtney. Instead of “excessive”. 

Mr. Vinson. Instead of “excessive”. “Likely to”—— 

Secretary McGuire. Would come between the words “would” and 
“result”, on line 15. 

“Formal advertising would be likely to result in additiona cost.” 

Mr. Vinson. “Result in additional cost”, 

Secretary McGuire. We think this would clarify the intent of the 
committee. 

Mr. Vinson. Well, Mr. Courtney, what is your comment on that? 

Mr. Courtney. Well, of course, the word “result” is an absolute. 
“Likely to” is a conclusion. And the requirement in this instance is 
to be made in advance of the fact, made before the fact. 

Mr. Vinson. Well, “likely to” falls in the same category that the 
estimated cost falls in, through all the procurement. 

Mr. Courtney. That is right. 

Mr. Vinson. In incentive contracts. 

r. Courtney. Now, the words “likely to” are used elsewhere in this 
Procurement act. Because, as the committee will recall, before you 
int use the incentive cost-type contract, the contracting officer must 
find that its use will be likely to be less costly. I think that the exact 
language has been used. 

Mr. Bannerman. That is right. 

Mr. Courrney. So this language is already in the act, so far as the 
ing of a contracting officer is concerned. 
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Mr. Bannerman. Mr. Chairman, this language, we feel, is necessary, 
because, as Mr. Courtney points out, you can’t very well make an 
absolute statement in advance of an actual procurement. All you can 
do is state the circumstances that are likely to occur. 

Mr. Vinson. Well, you don’t want to commit yourself too positively, 
because you don’t know. 

Mr. Bannerman. That is correct. 





Mr. Vinson. And that is the reason so often we hesitate to say 
positively. We say “likely to”. That covers a very broad field. 

Mr. Kitpay. You need some language there. “Likely to” doesn’t 
sound much like legislative language. But if it is used elsewhere in 
the same statute, I would see no objection to it. 

Mr. Bannerman. As Mr. Courtney points out, it is used elsewhere, 
Mr. Kilday. 

Mr. Vinson. All right. Now, I don’t find from my viewpoint much 
complaint with your suggested amendment there. It might be a 
little more positive. 

Mr. BannerMAN. But the objective is not disturbed at all. 

Secretary McGumee, Not at all. We think we are clarifying it. 

Mr. Vinson. Now, let’s see about section (d). 

Of course, we are going to get a comment from the Comptroller on 
each one of these things. We are going to call him up here. We are 
going to try to do something constructive. 

We are not trying to find fault. We are trying to write something 
that will be a guide and aid and of assistance to you. 

Now, read section (d). 

Mr. Courrnery. Section (d), Mr. Chairman, would amend the 17th 
exception. 

r. Vinson. Now, let me read the 17th exception. The 17th is 
this: 
negotiation of the purchase of the contract is otherwise authorized by law. 


Mr. Courtney. That is right. 

This section would contain this additional language. 

Mr. Vinson. All right. 

Secretary McGume (reading) : 
otherwise authorized by law, or when in furtherance of small business, labor 
surplus areas or major disaster area programs, the agency head determines that 
supplies or services are to be procured from small business concerns, from 
concerns which will perform the contracts substantially within labor surplus 
areas as determined by the Secretary of Labor, or from concerns which will 
perform the contracts substantially within areas of major disaster as determined 
by the President. 

Now, Mr. Chairman, I would ask the subcommittee to recall that 
these are three uses now being made of the Presidential exception, 
because they are not provided for specifically in the Armed Services 
Procurement Act. 

Mr. Rivers. Now, the thing should be made consistent. 

I would like to see the thing discussed a little bit. ; 

S believe it would be better if we put in there language something 
like this: 


otherwise authorized by law or when, in furtherance of small business— 
leave out “labor surplus areas”— 
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or major disaster area programs the President determines that supplies or serv- 
ices are to be procured from small business concerns, from concerns which 

orm the contracts substantially within acute labor surplus areas as deter- 
mined by the President, or from concerns which perform the contracts substan- 
tially within areas of major disaster as determined by the President. 

Make the President the acting agent throughout, and then he can 
delegate it. Because in a disaster area there are at least two or three 
statutes now, on this disaster area. 

The head of the small business concern can declare an area a 
disaster area, did you know that? The reason I know: I just lived 
through a 40-million hurricane. And he did that, in small business. 

Mr. Courtney. That is right. 

Mr. Rivers. The Housing and Home Finance Agency can do it. 
And also one of the agencies of the Farmers Home Administration, 
they can do it. 

nd then when the Governor requests, the President declares an 
area a disaster area as a result of some natural cause, of an act of 
nature of some kind. 

So I think if we made the President the authority to begin with, 
and if we have an acute area—that is why I asked the Secretary. 
If we have an acute labor area, of course people want to come to 
the aid. Then let the President determine it. Because it is con- 
ceivable that the Secretary of Labor may favor one area as against 
another, because somebody may get to i But the President is 
supposed to live higher than everybody, and he can take it from an 
impartial viewpoint and give whatever figures he in his responsibility 
determines. Because executive agencies are the President’s agencies. 

Mr. Vinson. Then it is your thought that the combination of these 
factors would be made by the President. 

Mr. Rivers. I think it would be stronger. He can delegate it 
where he pleases. 

Mr. Vinson. All right. Then the President delegates it to the 
Secretary of Labor, or whoever wants it. 

Mr. Rivers. Because he has the responsibility. 

, Mr. Courtney. There is just one thing I would like to interpose 
ere: 

These exceptions deal with legislation which is general legislation 
of the Congress and is not specifically within the cognizance of this 
committee. What this proposal of the Comptroller is is that we 
implement other legislation we permitting negotation when it is ap- 
propriate and when it would otherwise not be permissible. 

ow, if you take out the words “the Secretary of Labor”—now, 
Iam not talking about adding the words “the President” on top 
of that. But the finding of the Secretary of Labor is a statutor 
finding. He has a prescription in the statute by which he shall 
determine what constitutes a labor surplus area. And he, the Sec- 
retary of Labor, makes this as a statutory finding. 
_Now, if you, for the purpose of negotiation, want to add an addi- 
tional requirement onto that finding for the purpose of negotiating, 
that is all right. But I would ask you to hesitate before you strike 
out the Secretary of Labor. 

Mr. Rivers. Let. me ask you: That didn’t stem from this act ? 

Mr. Courtney. No, sir. 


55096 O—60. 41 








636 PROCUREMENT PRACTICES IN THE DEPARTMENT OF DEFENSE 


Mr. Rivers. Therefore, that has nothing to do with this act. The 
President may use whoever he pleases. 

Mr. Smart. Not for military procurement. 

Mr. Courtney. Let me be clear. 

For military procurement, you cannot implement the act which 
ives the Secretary of Labor the authority and direction to make 
abor surplus area findings in negotiations—— 

Mr. Rivers. Wait, please. 

This committee has authority to do anything it pleases when it 
comes to military procurement. 

Mr. Courtney. That is true. 

Mr. Rivers. My authority is the Constitution. 

Mr. Courtney. That is correct. 

Mr. Rivers. Therefore, if we want to have the President of the 
United States, who, under the Constitution, commands the forces 
which we give to him, including Mr. Perkins McGuire, he can dele- 

ate authority to whom he pleases or call on any source whom he 
thinks is right, under his constitutional authority. Therefore, the 
organic act which you are talking about has nothing to do with sub- 
stantive legislation when it comes to the military. 

Mr. Courtney. No, I am not suggesting that the President doesn’t 
have the full authority to do everything that is said in this act. 

Mr. Rivers. That is what I say. 

Mr. Courtney. If it is given by the Congress. 

Mr. Rivers. So let the Pivsident do it. 

Mr. Courtney. I am suggesting to you that if you want to impose 
the Presidential authority on top of the finding of the Secretary of 
Labor, that is a different subject. And I think that is really what 
you are talking about. 

I would say it might be difficult to impose upon the President a 
duty which is now performed by the Secretary of Labor under the law. 

Mr. Vinson. The bill, Mr. Courtney, says within an area of major 
disaster as determined by the President. 

Mr. Rivers. That iswhatIsay. You havethat. 

Mr. Courtney. That is in there. 

Mr. Vinson. That is just one of them, a disaster area. 

Mr. Courtney. That is right. 

Secretary McGuire. That is right. 

Mr. Courtney. It isnot as toa labor surplus area. 

Mr. Rivers. That is what I am talking about. 

Mr. Kizpay. As a matter of fact, the President does that person- 
ally, doesn’t he? 

Mr. Vinson. Yes. 

Mr. Kitpay. Whether it is by law—— 

Secretary McGurre. You are talking about the disaster aren? 

Mr. Kinpay. Yes. 

Secretary McGurrr. Yes; he does. 

Mr. Kripay. He does that under his general powers as President, 
and not by any statutory authority. 

Mr. Nasu. There is a statute. 

Mr. Rivers. There is a statute. 

Mr. Kitpay. Anyway, he does that. 

Mr. Rivers. That is right. 
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Wir. Kixpay. And you say under statutory authority the Secretary 
of Labor does the other, under statutory authority. 

Mr. Courtney. His finding is a statutory finding. That is my 

int. 

4 Vinson. Mr. Rivers, when a disaster occurs in a State, why, it 
goes through a machine operation of different personnel. 

Mr. Rivers. That is right. 

Mr. Vinson. And then the President receives a request from the 
Governor of the State, and then he either says “Yes” or “No.” And 
when he declares a disaster area, certain chings happen. 

Mr. Rivers. Let’s let the President do the same thing with the labor 
surplus area. 

r. Vinson. Wait a minute. Let’s see if we are on sound ground 
about this (reading) : 
otherwise authorized by law, or when in furtherance of small business, labor 
surplus area, or major disaster area programs— 

You say you are taking out “major disaster area programs” and 
making it under the President. But— 
the agency head determines that supplies or services are to be procured from 
small business concerns. 

Now, what agency? 

Secretary McGuire. The purchasing department. 

Mr. Vinson. It would be the department that used it. And you 
determine that based upon what? Based upon a finding by the 
Secretary of Labor of certain facts. That is all he does. 

Mr. Bannerman. The Secretary of Labor does not make the de- 
cision, Mr. Chairman, with respect to small business programs. The 
small business programs are distinguished from the labor surplus 
area, programs. 

’ Mr. Vinson. Well, then, it is three different heads of agencies that 
make findings in this connection. 

Secretary McGume. That is correct. 

Mr. Vinson. The President on disaster areas; there is someone on 
small business, and Mr.—— 

Mr. Courrney. The Secretary of Labor. 

Mr. Vinson. No, the Secretary of Labor has just merely set up the 
pattern. He declares an area under his figures for determining labor 
surplus areas. He doesn’t make a finding on each one. He just says 
there is a certain area of the country. 

Mr. Courrney. That is right. 

Mr. Vinsow: Then it all falls.on Mr. McGuire. 

Mr. Bray. Mr. Chairman. 

Mr. Vinson. Yes. 

_ Mr. Bray. I think the matter the chairman has brought out here 
is very important. Here, if we start tinkering with who determines 
a labor surplus area, we may get into some serious problems. Before 
I would agree to that change, I would want to have a very careful 
study made of the whole problem. You see, the Secretary of Labor has 
nothing té do with saying where this business goes. 

Mr. Courtney. That is right. 

Mr. Bray. He does say areas that are critical labor surplus areas, 
which is worked out on a carefully studied formula. Whether the 
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Secretary here cares to recognize that or not is still within your ‘au. 
thority, isn’t it, Mr. Secretary ? J 

Secretary McGuire. Well, we have the authority for the placing 
of the contracts. 

Mr. Bray. That is what I say. 

But if you do not want to go into it, or if you do not want to place 
that contract specifically within a labor surplus area, there is no obli- 
gation for you to do so. 

Now, if there was, I would rather agree with Mr. Rivers that it 
would be a determination by the President. But, after all, you are 
also the agent, indirectly, of the President, in the executive depart- 
ment. So all the Labor sot does is to determine according to 
a set of standards, I believe that are the result of statute. 

Secretary McGuire. That is correct. 

Mr. Rivers. If that is true, we ought to make it clear. Because 
that is not what this section says. 

Mr. Bray. I believe it does. 

Mr. Rivers. Wait a minute. It says from figures provided by the 
neato” | of Labor. Then you shouldn’t say within labor surplus 
areas. Yo 
people here, with 50 areas that were surplus, or 250. 

Secretary McGutre. This is pretty well defined, Mr. Rivers, as to 
what are the so-called labor surplus areas. And I would point out 
to the committee that you have an administrative problem here because 
this is a changing situation, depending on the conditions. 

Now, all the Secretary of Labor does is that from his statistics, he 
compiles the number of unemployment in certain areas, and when 
the percentage of unemployed is 6 percent or over, the area is classified 
as a substantial labor surplus area. 

Now, his so classifying such an area, that geographical area, does 
not put a requirement on us that firms in that area get a contract 
or don’t get a contract, unless we have a need for them. 

Mr. Bray. Mr. Secretary, would you correct me if I am wrong 
on this? This really places a limitation. You cannot place them 
unless this has been determined. It is a limitation on your ability 
to determine a labor surplus area; that is, this is determined by sta- 
tistics which are already in effect. That is correct, isn’t it? 

Secretary McGume. That is correct ; yes. 

Mr. Nasu. There are actually three facets to our Jabor surplus area 
program. 

The program, itself, is established under a policy of the Director 
of the Office of Civilian and Defense Mobilization. That, in turn, 
is tied in with the findings of the Secretary of Labor as to where 
there are surplus area situations. And then the third facet is our 
own procurement operation where, pursuant to the OCDM policy, 
we use our best efforts to award contracts in those areas. 

So you have three different aspects of the program. 

Mr. Huppieston. Mr. Chairman. 

Mr. Vinson. Mr. Huddleston. 

Mr. Huppieston. Mr. Courtney, why in this particular section do 
we attempt to place the responsibility for defining labor surplus area 
and then disaster area, but not attempt to place the authority for the 
definition of small business concerns? Why shouldn’t we put in there 


u should say acute labor areas. He could give you a list of | 
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' Wag defined by the Small Business Administrator”, or something like 
at? 
ote Courtney. Well, in drawing this legislation—— 

Mr. Vinson. It has not been defined, that is the reason. It 
fluctuates—— 

Mr. Courtney. That is right. 

Mr. Courtney. What is small business varies from time to time. 

Mr. Huppieston. But where you have a definition from the Small 
Business Administration. Just as you have a determination of labor 
surplus area from the Secretary of Labor. Those figures haven’t been 
changed, either. 

Secretary McGutre. I see no objection to saying “be procured from 
small business concerns as defined by the Small Business Administra- 
tion.” 

Mr. Vinson. That means as defined by somebody who has defined it. 
And if anyone has defined it and written it into law, I don’t know 
about it. 

Mr. Huppieston. Not into law but in the regulations. 

Mr. Vinson. The regulations. Then you would have to say regu- 
lations promulgated on such and such a date, because they may change 
them before the President signs the bill. 

Mr. Huppieston. The same thing would apply to disaster areas. 
There is no definition on the figures used. 

Mr. Vinson. No, disaster areas happen. But there is no harm to 
put it in there. 

Who is the head of Small Business ? 

Secretary MoGuiree. Mr. McCallum, at the moment. 

But may I point out one thing to this committee ? 

I would like to see how such language is put in, because we must be 
very careful. The intent of this committee is that we have the free- 
dom to obtain our military requirements in accordance with our con- 
sidered judgment. And as it now stands, we can agree or disagree, 
under certain conditions, with recommendations for small business 
set-asides made by the Small Business Administration. 

I feel that this is the way itshould be. And we don’t want to get the 
cart before the horse here and have the Small Business Administration 
demanding where we are going to place this procurement. 

Mr. Rivers. That is right. 

Mr. Vinson. We want to bring small business in as much as possible. 
We don’t want to exclude them. 

Secretary McGume. That iscorrect. 

Now, there is a lot of law behind the operation of the small business 
program. 

Mr. Vinson. Well, let me ask this question, to clear it up. 

Now, of course, you have been making negotiated contracts with 
small business. Small business is a very small percent. 

Mr. Courtney, what is the percentage of smali business here? You 
don’t hardly have enough to talk about ? 

Secretary McGuime. Some 16 or 17 percent, in that vicinity. 

Mr. Vinson. Sixteen. 

Now, how much in labor surplus areas contracts have ever been 
awarded, on negotiated fonteetiet 

Secretary McGumre. A very small percentage. 
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Mr. Courtney. Very small. 

Secretary McGuire. Very, very small. 

Mr. Vinson. Of course, this is a mere—it doesn’t accomplish very 
much. Because the statistics show that small business, labor surplus 
areas, and disaster areas don’t dip very deep in the bucket. ssf 

Secretary McGuire. I don’t recall the use of the disaster area clause, 
It is very seldom used. 

Mr. Huppieston. Mr. Chairman, along that same point. 

The purpose of putting the Secretary of Labor in the labor surplus 
area definition aa the President in the disaster area definition is to 
circumscribe the Defense Department in its effort to define those terms 
on its own. 

Secretary McGuire. Yes. 

Mr. Hupptesron. It seems to me the same principle ought to apply 
with regard to small business; that the Department of Defense, in its 
procurement, ought to be required to operate within the definition 
established by the Secretary of Labor. ‘ 

Mr. Vinson. They are not bound to make a negotiated contract on 


the recommendation of surplus area based on the determination of the | 


Secretary of Labor. If they don’t want to make it, they don’t make 
it. And the same thing is going to be on small business. They will 
say, “We will advertise.” 
r. Rivers. Is that true? 

Mr. Vinson. Of course, it is true. 

Mr. Rivers. Wait a minute. 

If that is true, my discussion has brought out something here. 

What we want to know is what your a of it is, what the intend- 
ment of the Congress will be, and what your understanding is of the 
intention of the oegsian, 

Secretary McGuire. I will try-to answer that, Mr. Rivers; for’you. 

I don’t think that we in the procurement business in the Department 
of Defense want to be determining what is a labor surplus area. 

Mr. Rivers. That is all right. 


Secretary McGurmre. I think this would be an impossible task for us 


to perform. 
r. Rivers. Waita minute. Let me finish. 

Mr. Huppixsron. Also, you don’t want to be in the position of hav- 
ing to determine what a small business is. 

r. Rivers. No, I didn’t say you were going to determine it. I said 
the President of the United States determines it. 

Now, if you in your discussion tell me that you take a surplus. area 
as the statute requires the Secretary of Labor to give you a list cer- 
“i that there is an area, that is good enough for me. 

retary McGuire. That is all he does. 

Mr. Rivers. That is all I want. 

Secretary McGuire. That is all he does. 

Mr. Rivers. I am glad I brought that out. 

Secretary McGuire. He doesn’t tell us, nor can he tell us, that a 
— must be put in that area. That is a determination that we 
make. 

Mr. Rivers. He gives you a list for you to use your discretion on? 
Secretary McGume. Across the country. 
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’ Mr. Vinson. Members, get this in your mind. This merely affords 
an opportunity to make negotiated contracts. 

Mr. Rivers. That is right. 

Mr. Vinson. If they don’t make negotiated contracts, they have 7 or 
8 or 10 other types of contracts they can make. 

And my statement is correct when I say that in small business, if 
they don’t want to negotiate small business, they can make any one 
of these other kind of contracts. It doesn’t mean that small business 
is going to get a negtites contract. 

Mr. Huppteston. Mr. Chairman, it is understood that there is no 
requirement that they negotiate with small business on any particular 
contract. 

But it seems to me that we would want to restrict the matter to 
the point where, if they do decide to negotiate a contract with small 
business, that they will operate under some a definition, 
rather than one that is just the definition of the Defense Department. 

Mr. Vinson. What is your idea of putting in there “small business 
as determined by the Administrator of Small Business’ ? 

Secretary McGuire. The definition of the Administrator as to what 
is a small business is binding on us right now by law. 

Mr. Vinson. That is all right. Put that in there. There would be 
no harm in putting that in there. 

Then the Secretary of Labor determines the labor surplus areas 
and the President determines the disaster areas. So we have it all 
determined. 

Mr. Rivers. That is all right. 

Mr. BannerMAN. That is all right. 

Mr. Rivers. Just so it is consistent. 

Let me say this: We found out in the airlift inquiry, Mr. Smart, 
that of the 65 million, I think, that was spent for airlift, procure- 
ment from the private airlines, some80 percent of it went to small 


business. Because they im the provisions of the statute, and the 
GAO upheld those who insisted on it. 
Isthat right, Mr. Smart ? 


Mr. Smart. No, it is 100 percent instead of 80 percent. 

Mr. Rivers. 100 percent. iste 

Mr. Vinson. Mr. Courtney, you have the language as suggested 
there—— 

Mr. Rivers. They just followed the statute, and where they said 
small business, they took it. 

Mr. MS Now, as to language, Mr. McGuire, what language did 
yousay 

Mr. Courtney. Mr. Chairman, Mr. Huddleston is the one that raised 
the point. I would presume if you added, on line 1, “strike out the 
comma, after the words ‘small business’ ”—— 

Mr. Vinson. Take it in the bill. 

Mr. Courrney. Inthebill. Ihave the bill. 

Mr. Smart. Page 3, line 1. 

Mr. Courtney. Page 3, line 1. 

“Small business concerns”—strike out the comma—“as determined 
by the Small Business Administrator”—isn’t it? Yes. 
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Mr. Smart (reading) : ‘ 
“As determined by the Administrator of the Small Business Administration.” 


_Mr. Courtney. I have forgotten what the precise statutory provi- 

sion is. 

Mr. Bray. Does he make the decision, or does he recommend that the 
Secretary of Commerce make the decision ? 

Secretary McGuire. No, the Secretary of Commerce is not in this 
business. 

Mr. Vinson. Allright. All three areas are defined. 

Mr. Rivers. Let me ask Mr. McGuire: 

Are you called an agency head ? 

Secretary MoGuirp. I beg your pardon, sir? 

Mr. Rivers. You are referred to as an agency head ? 

Secretary MoGumre. No. 

Mr. Rivers. We ought to call you what you are, 

Secretary McGuire. We are an executive department of the Gov- 
ernment. 

Mr. Rivers. We ought to call you waht you are. 

a Vinson. He doesn’t make the contracts. He merely makes the 

icy. 

a Nasu. That term generally refers to the Secretaries or Assistant 
Secretaries of the military departments. 

Mr. Vinson. That is right. 

Mr. Bannerman. Mr. Chairman, could I suggest some language on 
this one? 

Mr. Vinson. It is all right now, as it is. 

Secretary McGuire. Did you want to comment ? 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. Yes? 

Mr. Bannerman. I would like to suggest this language to accom- 
modate the point Mr. Courtney is just making: 


As defined by the Administrator of the Small Business Administration. 


Mr. Vinson. All right, put that suggested amendment in there, 


Mr. Courtney, in the bill. 

Mr. Courtney. Yes. 

Secretary McGuire. For the record, might I say that the Depart- 
ment of Defense does not have any objection to this subsection (d) 
we have been discussing. 

‘Mr. Vinson. That is right. 
Secretary McGuire. We think it is the clarification that is neces- 


sary. 

Mr. Vinson. All right. 

Now section 2304 is amended by adding a new section as follows: 
(g) is the provision as to in excess of $2,500. — 

Mr. Courtney. This is an addition, Mr. Chairman. 

Mr. Vinson. All right. 

Mr. Courtney. This is new legislation completely. 

Mr. Vinson. All right. Now read what we propose. 

a Courtney. This is a proposed addition to section 2304, which 
reads : 


In all negotiated procurements in excess of $2,500 in which rates or prices are 
not fixed by law or regulation and in which time of delivery will permit, pro 
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posals shall be solicited from the maximum of qualified sources consistent with 
the nature and requirements of the supplies or services to be procured and 
written or oral discussions shall be conducted with all responsible offerors who 
submit proposals within a competitive range, price and other factors considered : 
Provided, however, That the requirements of this subsection with respect to 
written or oral discussions need not be applied to procurements in implementation 
of authorized set-aside programs. 

Mr. Kizpay. I don’t understand the proviso. What does that mean ? 

Mr. Vinson. Well, Mr. Courtney, what does the proviso mean ? 

Mr. Courrney. Well, it is intended to, and provides for, so far as 
the language goes, to have competition by insisting 

Mr. Vinson. What do you mean by set-aside program? That is 
what is worrying me. 

Mr. Courtney. Set-asides would be the labor surplus, the small 
business set-asides, and the major disaster area set-asides. 

Mr. Rivers. You can also put in here airlift set-asides, of $65 
million. 

Mr. Courtrnex. It covers anything that is written in here as to set- 
asides. 

Mr. Vinson. Now, let’s hear what you say about subsection (e). 

Secretary McGuire. Subsection (e) would amend section 2304 by 
adding a new subsection (g) which would prescribe the following 
requirements at to all negotiated procurements in excess of $2,500 in 
which rates or prices are not fixed by law or regulation and in which 
time of delivery will permit: 

(1) it would require that proposals be solicited from the maxi- 
mum number of qualified sources consistent with the nature and 
requirements of the supplies or services to be procured; and 

(2) with the exception of procurements in implementation of 
authorizied set-aside programs, it would require that written or 
oral discussions be conducted with all responsible offerors who 
submit proposals within a competitive range, price and other 
factors considered. 

With respect to the first requirement, it has always been the policy 
of the Department of Defense, and our regulations so provided, that 
in negotiated procurements proposals will be solicited from all quali- 
fied sources necessary to assure full and free competition consistent 
with the nature and requirements of the supplies or services to be 
procured. Accordingly, the Department does not object to this por- 
tion of the subsection. 

However, the Department does object to the second requirement 
with respect to written or oral discussions. In effect, this requirement 
would preclude award being made on the basis of the initial proposals 
without written or oral discussions in situations where a substantial 
number of clearly competitive and responsive proposals have been 
obtained and where the contracting officer is satisfied that the most 
favorable proposal is fair and reasonably priced. 

In the situation just mentioned, such an inflexible requirement in 
the law could have a result which would not be in the best interests of 
the Government. It would be an open invitation to offerors not to 

uote their best prices initially because of a statutory requirement 
that there be bargaining in every procurement. In other words, it 
would encourage padded initial prices. The possibility that there 
may be an award without further discussions forces contractors to 
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come in with their best prices at the outset and, hence, is a very desi- 
rable provision in our regulations whether or not it is used very often. 

Moreover, the proposal does not take into consideration certain 
special procurements where a requirement for discussions would serve 
no useful purpose. An example is the procurement of perishable sub- 
sistence supplies under the present regional market center system of 
nationwide purchasing employed by the Military Subsistence Supply 
Agency. Genstilly, this is how it works. The request for proposals 
is prepared centrally. The proposals are then solicited from all inte- 
rested suppliers by nine regional market centers covering their respec- 
tive areas. Contractors then submit their proposals to each such 
center by the same time of day, say 12 noon. Each market center 
quickly evaluates the quotes received from firms in its area, wires the 
results to MSSA in Chicago where the overall evaluation is made and, 
by 3:30 p.m., that very day, not only has the Chicago office directed 
to whome, in what quantities and at what prices contracts shall be 
awarded, but the regional market centers have sent out the actual 
telegraphic notices of award. Thus, this type of buying is formal 
advertising in every respect but for the absence of a formal bid 
opening within the meaning of the statute. Because of this techni- 
cality, this procedure must be eategorized as “negotiation” but it 
boil also be clear that there would be no useful purpose served by 
“written or oral discussions”. The efficiency of this method of pro- 
curement was demonstrated to this committee inextensive testimony 
about 4 years ago. It is believed that the committee agreed that this 
method of procurement is the most.effective method of purchasing 
supphes of this nature. 

It should be understood, however, that apart from special situa- 
tions such as described above, it is our normal policy to conduct dis- 
cussions with offerors within a competitive range. In the procure- 
ment of complex major weapons or components, such as aircraft, air- 
craft engines, missiles, tanks, major ships and complicated electronic 
systems, such discussions are imperative, not only as to price but as 
to other factors equally important. It should be noted that these 
items represent the preponderance of our procurement dollars. It 
should also be understood that discussions are necessary to arrive at 
satisfactory agreements in much of our other procurement. We do 
not feel, however, that a statutory requirement for such discussions 
would be in the best interests of the Government. 

Mr. Vinson. Well, now, let’s see. You probably took the heart 

out of this section, did you not? 
All negotiated procurement in excess of $2,500 in which rates and prices are 
not fixed by law or regulations and in which time of delivery will permit, pro- 
posals should be solicited by the maximum of qualified sources consistent with 
the nature and requirement of the supplies or services to be procured. 

Now, you agreed to that. That is as far as you find yourself in 
agreement, isn’t it? 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. Well, what have we done, if that is all the committee 
thinks weshould do? You are doing this anyhow. 

Secretary McGutre. We are doing it by regulation at the present 
time, Mr. Chatenas There is no statutory requirement. 

Mr. Vinson. Then the fly in the ointment is the words “written 
or oral discussion”. That is the trouble, isn’t it ? 
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Secretary McGuire. That is right. 

Mr. BaNNERMAN. That is correct. 

Mr. Vinson. (reading) : 

Written or oral discussions shall be conducted with all responsible offerors 
who submit the proposal within a competitive range, price and other factors 
considered. 

And you set out your objection to having a written or oral 
discussion. Ate 

Now, why couldn’t you gain some better contract position if there 
was at least some discussion with somebody, ins of just taking 
proposals ? : 

r. BaNNERMAN. Mr. Chairman, we don’t object to written or oral 
discussions. We object to having a statutory requirement for such 
discussions. 

As we point out in most of our major—— 
Mr. Visor: Let me answer that. He contradicts himself. He 
contradicts the logic there. 

It should be understood, however, that apart from the special situations such 
as described above, it is normal policy to conduct’ discussions with offerors 
within a competitive range. 

Secretary McGutre. This is the point we are trying to make, Mr. 
Chairman. 

Mr. Vinson. Yes. 

Secretary McGuire. We do not disagree with the principal that 
under normal circumstances you should have written and oral 
discussions. 

There are, however, and they amount to a substantial number of 
transactions—and we ‘iiustrated one, the food procurement, where the 
oral or written discussion would serve no useful purpose, in our 
opinion. 

Further than that, we do think that the fact that you could do such 
a thing, if the price appeared to be reasonable, without a written 
= discussion serves notice on the offeror that he put in his right 
price first. 

We have had occasions—one, in fact, where we did this, and the 
offeror complained— a 


Well, if I had known you were going to award the contract this way, I would 
not have put in that price, I would have put in a lower price. 


Mr. Vinson. Well, Mr. McGuire, you are going further. 


In the procurement of the complex major weapons or components such as 
aircraft, aircraft engines and missiles, tanks, major ships and complicated 
electronic systems, such discussions are imperative. 

Secretary McGuire. Correct. 

_ Mr. Vinson. But you don’t say write it into law. Now, if it is 
imperative that you do it—and you admit it is imperative in this 
mie procurement field—your only complaint is “leave it alone. Let 
us do it if we want to do it, but don’t put it in the statute.” But we 
have to do it. Isn’t that your only objection: “Just don’t write it in 
the statute”? 

Secretary McGume. My point, Mr. Chairman, is that in the very 
large procurement it is imperative, and we do it. 

“Mr. Vinson. That is right. 
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Secretary McGuire. But there are a substantial number of other 
type of transactions in this big business we run—where this would be 
in our opinion a waste of time. 

Mr. Vinson. Well, that is probably true. All right, why couldn't 
we eliminate such as perishables? But by all means there should be— 
because you admit that you are going to have discussion in this major 
field of procurement. 

Mr. Bannerman. If you put this requirement in the statute, you 
are serving notice in all competitive negotiations with respect to all 
of the commodities that we buy that all bidders are going to get a 
chance to reduce their price after the first price. 

We think it very important that that chance not be given by law. 
We think it should follow from the course of the negotiation. 

If in fact in a given case we are talking about major systems, such 
as those that are mentioned in the paragraph you just read, it would 
normally follow that we would always negotiate, for a variety of 
reasons, beyond price. 

But there are a very large number of other procurements of other 
items where this simply encourages giving a high price first. And we 
think that whether or not we negotiate, it is wise always to be ina 
position not to. Hence, the contractor never knows—— 

Mr. Vinson. You say it encourages for a seller to offer a higher 
price—— 

Mr. BanNERMAN. First. 

Mr. Vinson. In the hopes that you will write him a letter, or dicker 
with him? 

Secretary McGume. That is right. 

Mr. BannerMan. Well, with the knowledge we would have— 

Mr. Kinpay. As a condition precedent—— 

Mr. Bannerman. To have written or oral discussion as a condition 
precedent to awarding the contract. 

Secretary McGuire. That is right. 

Mr. Vinson. Now, is it a aaah. precedent? Let’s see: 
and written or oral discussions shall be conducted with all responsible offerors 
who submit a proposal within a competitve range. 

Well, it is. 

Mr. Bray. Mr. Chairman I suggest this: In cases of that kind, that 
Se there, why don’t you just make it a purely competitive 

id ? 

Mr. BANNERMAN. Frequently, sir, because we don’t have the kind of 
specification that allows every bidder to bid on precisely the same 
terms. 

Mr. Bray. You see, if you don’t have that kind, you certainly 
should enter into the matter the chairman suggested. 

I believe, or it seems to me as though with this regulation made 
into law, that you would be inclined in more instances to have 
purely competitive bid, in which way business is done all over this 
country. 

What I am saying: I cannot see, in any case where you say you 
should accept it right on the spot without any negotiation, why don’t 
you go the next step and practice what industry does, on a purely 
competitive bid ? 
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Mr. BanNERMAN. Mr, Bray, we have given one rather thorough- 
going example of that in the statement, namely subsistence supplies. 
Fe have very widespread competition, but it can’t be called 
advertising. 

Mr. Vinson. I think we all understand this section. And of course 
we will have the benefit of the views of the Comptroller as to why 
he thinks it is advantageous to the Government to have this type of 
discussion. 

Mr. Courtney. Mr. Chairman. 

Mr. Vinson. Mr. Courtney. 

Mr. Courtney. Before we leave that, may I ask you to address the 
attention of the subcommittee to the language of this section as pro- 
posed by the Comptroller. 

Now, the language is: 

In all negotiated procurements in excess of $2,500 in which rates or prices 
are not fixed by law or regulation and in which time of delivery will permit, 
proposals shall be solicited from— 

So that the limitation, I would think the Comptroller te ges 
upon the full application of this is that it would be permissible, i 
time of delivery would not permit, require that the discussions occur. 

Mr. Vinson. That doesn’t answer that it is a condition precedent 
for the oral and written discussion and doesn’t answer the criticism 
he will submit a higher bid for the purpose of jockeying at the 
table. 

Mr, BANNERMAN. That is right. 

Mr. Courtney. Well, I am merely calling attention to what the 
Comptroller’s proposal is, that if time of delivery will not permit, 
then I would take it that he means by this limitation to say that in 
those cases you might award without discussions. 

Mr. Bannerman. I think that is correct, John, but I don’t think 
that applies to the cases we are talking about. In fact, I don’t think 
it re to subsistence and I don’t think it applies to the other cases 
where we feel very strongly that we shouldn’t have this as a statutory 
requirement. 

Mr. Courtney. Let me read, if I may, Mr. Chairman, the objection 
that the Comptroller made originally to this proposal, which is now 
section 805 of part 3 of the Procurement Regulations. 

It is our opinion that the authority to negotiate does not of itself warrant 
the curtailment of competition. Yet this may be the result where several 
proposals are received and the contracting officer decides to negotiate with 
only one offeror, or to award a contract without discussion with any offeror. 
In such cases, the contracting officer must base his evaluation of the contractor’s 
proposals on facts and information supplied by the proposed contractor and 
is not in a position to determine with any degree of certainty the reasonableness 


of estimated costs and proposed prices. We therefore are not in agreement 
with the present provisions of ASPR 3805. 


This is the present regulation. 


We believe that the regulation should be amended to require whenever 
practicable the conduct of negotiation with all responsible offerors who submit 
proposals within a competitive range, price and other factors considered. 

This is the declaration of the Comptroller, and this proposal 

Mr. Kizpay. The Comptroller has said he wanted one thing and 
submitted language that requires another. 
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What he means, apparently, is if you are going to conduct negotiat 
tions with offerors, you should conduct negotiations with all offerors, 

Mr. Bannerman. Within the competitive range. 

Mr. Courtney. Within the competitive range. 

Mr. Rivers. Within the: competitive range. 

Mr. Kizpay. His justification isn’t that you should always have 
discussions. But when you do have discussions, that you should 
discuss it with all. 

Mr. Vinson. That is right. 

Mr, Courtney. That is right. 

Mr. Rivers. That is right. 

Mr. Kitpay. So the language in the proposed bill does not carry 
out what the Comptroller said he wanted to accomplish. 

Mr. Bannerman. And I might add that the Comptroller’s recom- 
mendation, in my judgment, is not inconsistent with our present 
regulation. 

r. Kitpay. Of course, this could be changed with the addition 
of a word or two, to carry out what he says he wants. 

You wouldn’t object to doing that ? 

Mr. BANNERMAN. Well, I would like to see it, Mr. Kilday. 

Mr. Kitpay. I mean appropriate language to specify that. when you 
do conduct negotiations, you conduct them with all the people in the 


range. 

Mr. Bannerman. I think that that would certainly be preferable. 

And I point out also it uses, in the statement that Mr. Courtney 
has just read, the words “whenever practicable.” 

r. Kizpay. The way it is written, somebody is going to have to 
make, one way or another, an affirmative wersn d in here, that it is not 
practicable and actually does not permit, whichever the language is, 
or that all within the range have been in on the discussions. 

Mr. Bannerman. I think if the requirement were one that we 
negotiate with all within the range, let’s say we conduct discussions 
with all within the range if we conduct with any, would not hurt us— 
particularly. 

Mr. Kizpay. It wouldn’t hurt you. And that ought to be done in 
simple justice to everybody. 

r. BanneRMAN. It is done, Mr. Kilday, in accordance with our 
weg right now. We would object to a statutory requirement. 

r. Kizpay. It was not done, I recall, when we adopted the Uni- 
form Procurement Act. We had some glaring instances in which it 
was not done. 

Mr. Bannerman. I think our regulations are entirely consistent 
with the discussion you have just had. 

Mr. Rivers. Let me ask you this. Let me get it in my head, now. 
As a condition precedent, the offerors submit bids. That is No. 1. 
And within the competitive range, under. the intendment, that is, 
which the GAO intends, in the competitive range, you will have dis- 
cussions with all offerors? 

— BaNNERMAN. We will if we have discussions with any, Mr. 
vers. 

Mr. Rivers. What is that? 

Mr. BannerMaNn. We will have discussions with all in the range. 
Mr. Rivers. Within the competitive range. 
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'Mr. BanNERMAN. If there are discussions with any at all. 

Mr. Rivers. If there are discussions with any at all. But you may 
not. discuss with ecg A 

Secretary McGuire. That is right. 

Mr. Bannerman. And we think it is very important that that 
authority be retained to avoid high and padded bids at the outset. 

Mr. Vinson. Now, Mr. Courtney, what suggestion on (g) do you 
have to offer ? : 

Mr. Rivers. Wait. Let me get this thing straight here, what I 
asked him. 

He may not discuss it with anybody at all. He may put out the 
offers to bid. They fulfill the conditions. He may decide as to the 
competitive range. He can award a contract under his now-existing 
regulations whether or not he has any subsequent discussion. 

Mr. BanNERMAN. This is possible if the extent of competition is 
widespread and if there is uate information available to assure 
him that the low bidder, No. 1, knows what he is quoting on, and No. 
2, gives a fair and reasonable price. 

ow, we think that the authority to do that, without any discussions, 
whether we use it very often or not, is a very important authority to 
retain, to assure any bidder that he cannot safely give us an ex- 
ceptionally high bid. 

r. Rivers. I think there is a lot to what you have said. 

Mr. Vinson. It will have a tendency to bring in what a man actu- 
ally wants to stand on. 

r, BANNERMAN. Very true, Mr. Chairman. We consider this 
very important. 

Mr. Vinson. Mr. Courtney, what do you suggest ? 

Mr. Courtney. Mr. Chairman, without having discussed the thing 
with the General Accounting Office, or the Comptroller, and paying 
particular attention to the perishable -and nonperishable subistence 


purchases, it would seem to me that, appropriately, we might accept 


articles purchased under exception 9, which deals specifically with 
them, so there would be no doubt that what the practice in that market 
would be excluded from any of these requirements. 

Mr. Vinson. Exception 9? And 9 relates to the “purchaser con- 
tracts for perishable or nonperishable subsistence supplies.” 

Mr. Courtney. This is a wholly different type of operation and 
marketing than what we usually consider. 

Mr. Vinson. Then we are confronted, in the matter raised by the 
Department, in reference to the condition of the written and oral 
discussion. 

We will try to carry out what the language of the Comptroller’s 
comment is, that you read there just awhile ago. 

Mr. Courtney. Yes, sir. 

Mr. Vinson. Instead of that positive declaration. 

Mr. Courtnry. Yes. Now, the words “where practicable”, as used 
by the Comptroller in his original discussion of this subject, are not 
in this discussion. 

Secretary McGuire. Mr. Chairman, we use the perishable food as 
an example primarily because the committee was well aware of it, 
having gone into it in great depth. 

Mr. Vinson. That is right. 
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Sup we take a recess until tomorrow morning at 10 o’clock. ' 

Ip the meantime, Mr. McGuire, you and your staff try to rephrase 
thig section to carry out what has been developed here, particularly 
with reference to what Mr. Courtney read. 

And we will have to take a recess until 10 o’clock tomorrow 
morning. 

Now, there are some witnesses here from the Manufacturers Associa- 
tion, I understand, who want to be heard. And the 
Mr. Courrney. And the American Society of Civil Engineers. 

Mr. Vinson. And the American Society of Civil Engineers. And 
the Comptroller. We will try to take all of you up tomorrow and 
give caneniaday an opportunity to be heard, before we reach a decision. 

Thank all of you witnesses and gentlemen this acne. 4 

clock. 





‘ 


We will take a recess until tomorrow morning at 10 0’ 
(Whereupon, at 11:47 a.m., the subcommittee adjourned, to recon- 
vene at 10 a.m.,on Wednesday, June 1, 1960.) 


House or REPRESENTATIVES, _ 
CoMMITTEE ON ARMED SERVICES, 
SpectaL SUBCOMMITTEE ON PROCUREMENT PRACTICES 
IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C., Wednesday, June 1, 1960. 


The subcommittee met at 10:05 a.m., Hon. Carl Vinson, chariman, 
presiding. 

Mr. Vinson. Now, let the committee come to order. 

Now, Mr. McGuire has an appointment that conflicted with this 
hearing this morning, so I excused him. But Mr. Nash, will you now 
read the statement, and we will analyze it as we go along. you left 
off on page 7, I think. 

Mr. Nasu. Yes, sir; I believe we were just about to take up sub- 
section (f). 

Mr, Vinson. All right, Mr. Nash, start on page 8, subsection (f). 

Mr. Bannerman. Mr. Chairman, I think it might be helpful if, 
just for the moment, we summarized what we recommend with respect 
to the section ahead of that, and that is that on page 3 of the proposed 
bill, in line 14, that a period be put after the word “ech ” 

Mr. Vinson. That is right. 

Mr. Bannerman. And that the remainder of that section, down to 
line 22, be deleted. 

Mr. Vinson. That is right. 

All right, now, let me ask you this: 

BK oc age have we accomplished by keeping the first five lines in 
the bill? 


In all negotiated procurements in excess of $2,500 in which rates or prices 
are not fixed by law or regulations and in which time of delivery will permit, 
proposals shall be solicited from the maximum of qualified sources consistent 
with the nature and requirement of the supplies or services to be procured. 
That doesn’t amount to very much, does it ? 

_ Mr. Bannerman. This would establish for the first time a statutory 
intention that in connection with negotiated procurement we seek the 
maximum competition. There is no such provision in the law now. 
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Mr. Vinson. Well, now, then, why not exclude (9) ? 
It says— 
the purchase or contract is for perishable or nonperishable subsistence supplies ; 


Shouldn’t that go in right there; that you are excluding? 

Mr. BANNERMAN. I think there is no question but that, if we were to 
retain a requirement for written or ora] discussions, exception 9 should 
be kctaded. 

Mr. Vinson. I see. 

Mr. BANNERMAN. I think there are probably other exceptions that 
should also be excluded. 

Mr. Vinson. All right. 

Mr. BannerMAN. And there are many cases that are not described 
by these exceptions where this would be an undesirable provision and 
one that would cost the Government considerable money. 

Mr. Vinson. I sum up, then, what the effect of leaving (g), down 
to the period of line 14—what did you say the effect of that would be? 

Mr. Bannerman. The effect of that would be to eliminate the statu- 
tory requirement for written or oral discussions. This would leave 
us with the ability, in isolated cases where necessary, to award on the 
basis of the first offer made to us. We think it is very important that 
we have this ability, because otherwise we discourage good first offers. 

Mr. Huppieston. Mr. Chairman, I have some suggested language 
I would like to bring up. 

Mr. Vinson. Wait 1 minute. 

Of course, there is no statutory requirement at all for written or 
oral discussion. There is no statutory requirement now. It is merely 
pmpored in this bill. 

r. BANNERMAN. That is correct, and that is what we are suggest- 
ing be deleted. 

r. Vinson. I understand that. 

Now, repeat briefly what will be accomplished for the first time by 
—' the language that you suggest in the bill. 

r. BANNERMAN. There would be, for the first time, Mr. Chair- 
man, a requirement for the use of the maximum available competition 
in negotiated procurement. 

Mr. Vinson. I see. All right. 

Mr. Bares. The net effect of crossing out those lines pretty well 
makes it almost a different kind of a bid, except you have an alterna- 
tive to discuss it if you want to. In other words, it is almost like a 
sealed bid proposal, or it could be. 

Mr. BanNneRMAN. Mr. Bates, we discussed this at some length 
yesterday. The point was made—and I think it is a very important 
one—that if we were required, or if we are required by statute not to 
accept first offers that are made to us, we are there , providing a 
positive incentive for contractors to pad their first offers and hence 
not give us their best bid at the outset. 

r. Bates. But the net effect of this could be like a sealed bid? 

Mr, BANNERMAN. It could be. We have, of course, some rather 
extensive procedures covering this situation, which, by the way, were 
revised to accommodate the views of this committee several years ago, 
which it might be helpful if we put in the record, that specifically 
apply to this kind of a situation. 
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We do not frequently award on the basis of first offers. But we 
would consider it very bad tactics to have a statutory requirement 
that prohibits our awarding on such a basis. 

Mr. Vinson. Mr. Huddlestone. 

Mr. Huppieston. Mr. Bannerman, to eliminate the last half of 
that section would make it possible for you all to accept bids from 
the maximum of qualified sources, but then after you have received 
those bids, then to negotiate with only one of those sources, is that 
correct 

Mr. BannerMAN. I think that is correct, Mr. Huddleston. 

But I would like to point out that there are cases where that would 
be possible even if this language were in here. 

For instance, it says— 

Discussions shall be conducted with all responsible offerors within a competi- 
tive range. 

Suppose one company offered us, say, $100,000 and everybody else 
was $200,000 or higher, I would assume that there is only one company 
in the competitive range, under those circumstances. 

Mr. Huppuieston. Well, now, I have some suggested language I 
would like to get your comments on. 

Suppose we change this language to read this way: 

If written or oral discussions are conducted with any offeror, they shall be 
conducted with all responsible offerors who submit proposals within the con- 
petitive range, price and other factors considered. 

How would that circumscribs your operation so as to be objection- 
able to you? 

Mr. Bannerman. Mr. Huddleston, this, I gather, was the substance 
of, I think, Mr. Kilday’s point and yours yesterday. 

I think this would be vastly superior to what is provided in here 
now. And while I don’t like, just at the table without having 
thought it through, to say this would work or this wouldn’t work, 
I certainly would be personably favorably disposed to that. 

I would like to think it through and give the committee an official 
opinion. 

Mr. Houppteston. In other words, that would not require that you 
enter into oral or written discussions with any offeror, but it would 
require—— 

Mr. Vinson. Within the range. 

Mr. Huppieston. Within the range. 

But if you did enter into oral or written discussions with any one 
offerer, you would be bound to enter into oral or written discussions 
with all offerors within the range. 

Mr. Bannerman. Mr. Huddleston, it certainly is my quick reaction 
to ‘aged proposal, that it is entirely consistent with, and almost ex- 
actly the same as, our present Armed Services Procurement Regulation 
coverage of this subject. 

Mr. Vinson. Mr. Huddleston—— 

Mr. Bannerman. It might be helpful if we read that to you right 
here, to see if you think that covers it. 

Would that be helpful, Mr. Chairman ? 
Mr. Vinson. I couldn’t catch you. 
Mr. Bates. The regulations. 
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Mr. Courtney. Whether to read, Mr. Chairman, the regulations 
dealing with the discussions of negotiations with bidders. 

Mr. Vinson. Yes, read the regulations, Mr. Nash. 

Mr. Nasu. This is section ASPR 3-805—3-805.1 (a) : 

The normal procedure in negotiated procurements, after receipt of initial 
proposals, is to conduct such written or oral discussions as may be required 
to obtain agreements most advantageous to the Government. Negotiations shall 
be conducted as follows : 

(1) Where a responsible offeror submits a responsive proposal which in the 
contracting officer’s opinion, is clearly and substantially more advantageous 
to the Government than any other proposal, negotiations may be conducted with 
that offeror only ; or 

(2) Where several responsible offerors submit offers which are grouped so 
that a moderate change in either the price or the technical proposal would make 
any one of the group the most advantageous offer to the Government, further 
negotiation should be conducted with all offerors in that group. 

Mr. BANNERMAN. We go on from there, Mr. Chairman, in a second 
paragraph to point out that there may be some circumstances where 
we will be able to award on the basis of the first offer. 

But on Mr. Huddleston’s point, if we are going to conduct written 
or oral discussions, it would be in accordance with that procedure. 

Mr. Huppiesron. So, since you have that in the regulation, you 
probably wouldn’t have any objection if we did incorporate something 
along that line in this bill ? 

Mr. BannerMAN. I would like to answer that, Mr. Chairman, by 
saying that offhand I can see no objection to it. I would like the 
privilege, if I might, to give it more thought and file a statement in 
writing. 5 
Mr. —_— That is right. 

Mr. BanNERMAN. If we decide differently from that. 

Mr. Vinson. All right. 

Mr. Rivers. Mr: Chairman, along with what he says, that has been 
my idea about it. Anything that you are doing now by regulation 
which we can consistently incorporate into the proposed legislation 
don’t recommend they go in the statute. They are 1,100 pages long. 
by regulation, it is equally as good by statute. 

Mr. BANNERMAN. Well, there are two problems there, Mr. Rivers. 

First, I think Mr. Courtney has a copy of our regulations here. I 
don’t recommend they go in the statute. There are 1,100 pages long. 

Mr. Rivers. Well, I haven’t tried to get that facetious. 

Mr. Bannerman. I didn’t mean to either. 

Second, we have—as a matter of administration, we are constantly 
running into problems that require changes in our regulations. 

Mr. Rivers. And where we can im cons whatever you have in 
there that is particularly commendable to this subcommittee and to 
the full committee, we should do it in statute. It never hurts to make 
things abundantly clear in any proposed or final legislation. 

Mr. BANNERMAN. Well, Mr. Rivers, to answer Mr. Huddleston’s 
pont, I certainly, at first blush at least, am impressed that that would 

a perfectly satisfactory conclusion. I think we have this exact 
language here. 

Mr. Rivers. It will strengthen you and strengthen us and strengthen 
the final interpretation of any new inclusion in the basic law. 

Mr. Vinson. Mr. Courtney, have you any comments to make on his 
suggestions ? 
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Mr. Courtney. Mr. Huddleston’s suggestion and the discussions, 
and about ——. off the proposed section at line 14—— 

Mr. Vinson. Yes. : 

Mr. Courtney. I would think, Mr. Chairman, that it would be 
appropriate to hear the Comptroller’s position stated more fully than 
is contained in this section. 

Mr. Vinson. What are your views now? Have you formulated 
any ¢ 

r. Courtnry. My own views are, if you are to have discussions, 
that they ought to be with responsive and responsible bidders. 

Mr. Vinson. All right. 

Mr. Courtney. The second part of it is this: 

Since our discussions of a few years ago, the regulations have now 


been amended so that a bidder is warned in the invitation for the | 


peaposal that he may have his first bid accepted. This, of course, puts 
it almost on an equal footing with a firm fixed-price bid. 

Now, the one question that would be raised in this is under the 
circumstances a bidder might have his first bid accepted. And he is 
so advised. He would have to do precisely what he would do in the 
case of a firm fixed-price bid. He would have to include his con- 
tingencies. 

ow, let us take in the case of a service contract, for example, 
where labor was the principal item to be furnished, and you were 
in a rising or a confused or a difficult labor market, of course, the 
bidder would have to protect himself to the extent that he might be 
penalized for or lose his profit because of an increase in the cost of 
the labor. 

Now, that is the first item that suggests itself. 

Mr. Vinson. In other words, he would include all his contingen- 
cies in his first bid? ° 

Mr. Courtney. In other words—if you can eliminate the question 
of contingencies in these circumstances, you get one result. But if 
you have a firm fixed-price bid and don’t know what the contingen- 
cies are, you are not necessarily getting the best price, and you must 
assume that a responsible contractor will protect himself against 
contingencies. 

Mr. Becxer. What does he mean, Mr. Chairman, by that? 

: Mr. Vinson. Well, he includes everything that he anticipates might 
appen. 
r. Becker. Suppose it doesn’t happen, then ? 

Mr. Vinson. Well, his bid is accepted and he makes that much 
more profit. 

Mr. Courtney. That is right. 

Mr. Becker. Sure. 

Mr. Courtney. In other words, you eliminate contingencies from 
any discussions and you get one result. 

r. Vinson. That is right. 

Mr. Becker. Yes. , 

Mr. Courtney. If you include contingencies, which may or may 
not occur, the contractor may be penalized or he may reap a greater 
profit because the contingencies did not occur. 

Mr. Becxer. That is right. 

Mr. Rivers. I think, Mr. Chairman, it is a wholesome thing where 
the offeror is advised and warned—and I want to compliment you 
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for that. That his initial offer may be considered as final. And that 
uts him on notice. ; ; 

Mr. Courtney. Oh, yes, he is on notice. _ 

Mr. BanNERMAN. He is on notice, Mr. Rivers. ' 

Mr. Rivers. That is what Isay. That is a good thing. 

Mr. Vinson. Well, the point, Mr. Bannerman, that Mr. Courtney 
raised is absolutely true when you carry out the idea that the first 
offer might be accepted. Then all contingencies are fed in that 
proposal by the contractor. Because he can’t know to a matter of 
mathematical certainty what the future is going to develop. There- 
fore he protects himself. Now, he can lose, but at the same time he 
can make a greatly increased profit. 

Mr. Bares. This is just an option. mt 

Mr. BANNERMAN. Mr. Chairman, we are describing almost perfectly 
a formally advertised procurement. 

Mr. Vinson. Yes, that is true, Balt 

Mr. BANNERMAN. Now, it is true that there is a possibility that 
contingencies are in there. I think it is proper that they should be. 
Because, after all, you can’t know at that time what it may cost 
exactly to perform the contract. 2 

We rely on the existence of ye wp to keep those to a workable 
minimum. And the same would be true in either instance, either on 
formal advertising or competitive negotiation. 

(The following information was later received :) 

During the discussion of subsection (e) of the bill in the hearing on June 1, 
the question was raised as to how we can be assured, when award is made on 
the basis of contractors’ initial proposals without subsequent written or oral 
discussions, that unreasonable contingencies have not been included in the 
price quotation of the most favorable offer received and, therefore, are not also 
included in the price at which the contract is awarded. 

We do not award on the basis of initial proposals without written or oral 
discussion except when we can assure that unreasonable contingencies have 
not been included. There may be two bases for our having this assurance: 

(1) Where there is very substantial competition in these special procure- 
ments, we can be sure that a price proposal which includes unreasonable 
contingencies would not be competitive; or 

(2) Where we have full, audited, cost experience from previous contracts 
for the same or similar item, thereby enabling us to evaluate the reasonable- 
ness of the prices offered. . 

Furthermore, our regulation, ASPR 3—805(b), as revised in September of 
1958 to accommodate the views of this committee, requires, as a condition 
precedent to award without written or oral discussion, that the request for 
proposals must put all offerors on notice that award may be made without any 
discussion of the proposals received and, hence, that proposals should be sub- 
mitted initially on the most favorable terms from a price and technical stand- 
point, which the offeror can submit to the Government. 

In sum, by limiting the use ofethis procedure to situations where (1) all 
offerors are warned to quote their best prices initially, and (2) very substantial 
competition is available, or (3) extensive prior audited cost experience is avail- 
able, we can assure, even though award is made without written or oral discus- 
sions, that we are not paying for any unreasonable contingencies. 

Mr. Vinson. Now, members, I think we have spent enough time 
on this and got some ideas on this. Now let’s go to the next part of 
the statement. 

Mr. Nasu. Subsection (f). 

Mr. Vinson. Now, that is page 8 of Mr. McGuire’s statement. 
And that will be found on page 3 of the bill. 

All right, now, go ahead, Mr. Nash. 
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Mr. Courrney. You wish the text, Mr. Chairman, before you hear 
the discussion ? 

Mr. Vinson. Read the text. 

Mr. Courtney. Yes, sir. 

“(f) No contract negotiated under this title shall contain a profit formula or 
price redetermination provision that would allow the contractor increased fees 
or profits for cost reductions or target cost underrung resulting from causes 
other than those which the contractor can clearly and completely demonstrate 
are due to his skill, efficiency, or ingenuity in the performance of such contract,” 

Mr. Vinson. Now, that is carrying out the same philosophy that 
was in the mind of the chairman of the Renegotiation Board. Be- 
cause this relates to incentive contracts now. And he pointed out 
that the underrun might be brought about by other factors, instead 
of skill, efficiency or ingenuity. 

Isn’t that it, Mr, Courtney ¢ 

Mr. Courtney. Well, yes. 

The chairman did make that observation, that all of the cost reduc- 
tions were not achieved simply by the difference in estimates and 
performance. 

Mr. Vinson. That is right. 

Mr. Courtney. Many other factors played a part in it. 

Mr. Vinson. That is what this section relates to, does it not? 

Mr. Courtney. That is right. 

Mr. Vinson. Let’s hear the Department’s statement. 

Mr. Bates. Mr. Chairman, let me pursue this, 

This refers to something like materials over which he has no con- 
trol, in fluctuating prices. This takes care of the situation where the 
cost goes down and he shall get no credit for the reduction in the cost 
of materials, which does not involve skill or efficiency, et cetera. 

are what happens if the prices go up, under this kind of arrange- 
ment 

Mr. Courtney. Well, I think these gentlemen are about prepared to 
answer it. The answer is, if it goes over the ceiling, it costs the con- 
tractor. 

Mr. Vinson. Let’s read the statement, Mr. Bates. Subsection (g). 
Go ahead, Mr. Nash. 

Mr. Nasu. Mr. Chairman, subsection (f) is a technical amendment 
conforming the language of section 2306(a) of the Act with the pro- 
posed amendment tobe added by subsection (g). 

Mr. Vinson. That46 right. 

Mr. Nasu. Now, subsection (8) of the bill adds a new subsection 
(f) to section 2306, which would provide that no contract negotiated 
under title 10 shall contain a profit formula or price redetermination 
provision that would allow the contractor increased fees or profits for 
cost reductions or target cost underruns resulting from causes other 
than those which the contractor can clearly and completely demon- 
strate are due to his skill, efficiency, or ingenuity in the performance 
of such contract. 


While the provision is not altogether clear on the point, it appears ' 


to be directed primarily at incentive-type contracts. The Department 
is strongly opposed to this provision of the bill. The basic objective 
of an incentive-type contract is to give incentive to contractors to re- 
duce costs. It is very important that such costs be reduced to the 
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minimum, not only because of the benefits to the Government on cur- 
rent contracts but also because of the resultant price reductions on 
future contracts for the same items. In seeking such cost reductions, 
we want all possible reductions and not just “those which the con- 
tractor can clearly and completely demonstrate are due to his skill, 
efficiency, or ingenuity.” If we limit our sharing of cost reductions 
to those as to which such proof is possible, many other cost reductions 
would never be made because there would be no incentive for the con- 
tractor to make them. Not only would he not be rewarded under the 
current contract but any such cost reductions he made could adversely 
affect his profit on future follow-on contracts which might be awarded 
to him. * other words, there would actually be a positive incentive 
not to make such other cost reductions. Experience with these con- 
tracts has demonstrated to us that it is much more important in dollars 
to the Government to assure that all potential savings, of whatever 
type, be made, with as much as 80 percent of such savings reverting to 
the Government, than it is to discourage any part of such savings 
simply because they were not demonstrably “earned.” 

As pointed out to the committee in our recent testimony, the 
incentive contract is a middle-ground between a cost type contract 
on the one hand, and a fixed price contract on the other. We believe 
that it is basically a sound method of contracting which has resulted 
in substantial savings to the Government. 

It is believed that the proposed amendment would vitiate the use of 
this form of contracting. The inherent difficulty in determining, 
in contract administration, which cost. reductions are due to the skill, 
efliciency, or ingenuity of the prime contractor is readily apparent. 
For instance, it would be very difficult to determine whether reduc- 
tions in the price of subcontracted components were properly attrib- 
utable to the efficiency of the subcontractor or whether they had been 
brought about through skillful purchasing by the prime contractor. 
Large contracts might involve thousands of dud decisions on numerous 
aa iodivicveal cost reductions. Most of these decisions would be 
controversial and would involve facts which were peculiarly within 
the knowledge of the contractor. The number of disputes arising 
as a result of such difficulty would be very large, with resultant 
increased administrative costs, delays’ and final decisions based on 
facts which were difficult to prove. 

This discussion of the effect of the proposed new subsection (f) 
has been based on the assumption that it was intended to apply only 
to what are known as incentive contracts. The words of the proposed 
new subsection, however, might be interpreted to prohibit firm fixed- 
price contracts. Under such contracts, a price, made up of costs 
and profit, is negotiated. The contractor’s profit thereafter is in- 
creased by 100 percent of all cost reductions which may subsequently 
occur. In such firm fixed-price contracts, the increased profit, by 
the very nature of the contract, cannot be limited to those cost 
reductions which result from causes which the contractor can clearly 
and completely demonstrate are due to his skill, efficiency, or inzenuity. 
While the proposed subsection is applicable only to “negotiated” 
contracts, it should be further noted that, if there is a basic objection 
to increased profits resulting from cost reductions which are not based 
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on the skill, efficiency, or ingenuity of the contractor, the same ob- 
jection should also apply to formally advertised contracts. 

We believe the effect of this provision would be to force the Depart- 
ment to enter into more and more cost-plus-a-fixed-fee contracts. As 
this committee well knows, these are frequently the most costly and 
inefficient types of contract, and we use them, not by choice, but only 
when circumstances require it. The Department believes, therefore, 
that this amendment would defeat the purpose it seeks to achieve, 

Mr. Vinson. Now, as I hurriedly followed you through your analy- 
sis of this section, I gathered two basic objections to it. 

First, we believe that it is basically a sound method of contracting which 
results in substantial savings to the Government. 

Now, let the facts show how much saving. 

Mr. Courtney, where is that statement that you have worked out, 
based upon the testimony—now, all of this goes in the incentive-type 
contracts. Now, where is that statement in there showing how much 
saving, from the number of cases actually that happened that were 
overrun ¢ 

Well, we will put that in the record. 

Mr. Courtney. Well, Mr. Chairman, the difference in the case of 
the Air Force was 2.7 percent. In the case of the Navy, it was 2.3 
percent. 

And there were only two cases which exceeded the ceiling. 

Now, the ceiling generally speaking, is 120 percent, isn’t it? 

Mr. Bannerman. The ceiling is a negotiated figure, and I would 
say most frequently 120 percent. 

Mr. Courtney. Usually 120 percent. In other words 20 percent 
over the target. 7 

Now, the overrun, or the cost to the contractor, begins at 120 percent, 
out of pocket. 

There were two cases, in 8,800 million. 

Mr. Vinson. Why can’t we find that which we already have written 
out, analyzing the text of the response of the three Departments, when 
we asked them to pinpoint, and they did it, and then we give the 
cases and everything? 

Mr. Courtney. I have that, Mr. Chairman. 

Mr. Bannerman. Mr. Chairman, Could I comment on that point 
a moment ? 

Mr. Vinson. Yes. 

Mr. Bannerman. Mr. Courtney described the fact that there are 
only two cases where the final cost had exceeded the ceiling of 120 
percent. 

There are a great many more cases where the final cost exceeded 
the target and hence the profit which the contractor could earn went 
down from the target profit. If it exceeds the ceiling, he is in a loss 
position. If it exceeds the target, he is in a reduced profit position. 

Mr. Vinson. That is right, reduced profit. sais 

Now, I am merely answering your first justification for keeping it 
like it is and not as the bill is drafted. 

You say: 

We believe that this is basically a sound method of contracting which has re 
sulted in substantial savings to the Government. 


Mr. BaNNERMAN. Yes, Sir. 
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Mr. Vinson. Now, I was just trying to point out that from the testi- 
mony that we have taken here today, that it has not resulted in a 
substantial saving to the Government. 

Mr. BanNERMAN. I would like to make an additional point, because 
I consider it very important to us and I think to you. That is, the true 
measure of savings under incentive contracts can’t be determined by 
the number of contracts where the cost may have gone up to the ceiling. 
The true measure of savings would be the difference between the 
initially negotiated price and the final cost to the Government. And 
Iam sure Mr. Courtney’s figures will show that the final cost to the 
Government has been very substantially under these initially negoti- 
ated prices. I think the figures of all types show that. 

Mr. Rivers. Wait, right there. You mean without any considera- 
tion given for renegotiation ? 

Mr. BANNERMAN. Yes, sir; I mean before renegotiation. 

Mr. Rivers. Before renegotiation 

Mr. Courtney. Mr. Chairman, I would like to clear up a point as 
to the purpose and the intent for which these questions were asked and 
these answers solicited, on the ceiling overruns. ‘Those questions were 
addressed to the measure of the contractor's risk and the amount of 
profits he received. 

Now, at 120 percent of the contract—assume that this is the base, Mr. 
Bannerman—and with $8 billion in contracts, the Navy had 1 con- 
tract, out of 47, a $4 million contract, and in that case there was a 
ceiling overrun which cost the contractor $54,547, 

In the case of the Air Force there were 171 contracts reported on, 
amounting to $6,300 million. There was one contract which exceeded 
the ceiling price, and where the contractor was penalized. That pen- 
alty was $87,000. 

My point and the point of the committee in raising the question was 
as to the amount of profit a contractor should earn considering the 
risk which he bears. 

So the point of this discussion is directed, then, to whether or not 
the contractors are actually, as they would under some other types of 
contracts, as, for example, the fixed-price contract, firm fixed-price, 
bearing the risk which entitles them_to a larger measure of profit. 

Mr. Bannerman. Mr. Chairman, I don’t think that is a complete 
description of the risk, which contractors bear under these contracts. 

It is one thing to say how many contracts have resulted in losses, 
which are those which Mr. Courtney has described, but you must 
realize that in all contracts where the final cost exceeds the target, 
there is a reduction in profit and that in itself is a risk. 

For instance, contractors would be totally unwilling to take on such 
a contract if they knew in advance that their profits might be 1 per- 
cent or 2 percent or less than 1 percent. And these statistics don’t 
show those cases where the actual costs were between the target and 
the ceiling, and hence there were reduced profits, down anywhere from 
the target, say, of 71% or 8 percent to zero. 

Now, these risks are very real risks. The risks in an incentive con- 
tract are exactly balanced, in our judgment, by the potential sharing. 
For instance, we allow the contractor to share 20 percent in his profits, 
but he also has to share 20 percent in any overruns. So he does have 
risks, both ways. 
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. Mr. Vinson. Well, what I was trying to clear up, from your testi- 
mony, after you previously testified first here, is that when we de- 
veloped it from the Department’s standpoint, we did not, or I did not 
conclude that this type of contract resulted in substantial saving to 
the Government. And I am just trying to — from the testimony 
we had, that my statement was substantiated by the testimony. 

Am I correct, Mr. Courtney ? 

Mr. Courtney. That was my conclusion. 

Mr. Vinson. Well, don’t we have something in the record as to that 
testimony ? 

Mr. Courtney. Yes, Mr. Chairman; we have a complete statement, 
which was filed after the close of the hearings, from both Navy and 
Air Force. And there is a tabulation of every single contract re 
ported on. Ihave given you the totals. 

Mr. Vinson. Does that show a saving to the Government? 

Mr. Courtney. Well, it shows a difference between target costs and 
target eo And it shows for the differences between the ceiling 
price of 120 percent and the target price, the percentage of overruns, 
in each individual case. There are underruns and there are overruns, 

Mr. Vinson. Tosum it all up, would you say that the testimony that 
we have taken from the Department with reference to the incentive. 
type contract has demonstrated or has failed to demonstrate a resultant 
saving tothe Government ? 

That is the question I wanted answered. I have the answer to that 
in my own mind. From the following testimony, I reach the conclu- 
sion that this type of contract does not demonstrate a saving to the 
Government. 

- But it did do this: It enabled the contractor to probably obtain more 
because his ceiling price was always an estimate, and it was so uncer- 
tain, and he eer | get the benefit of his ecw he something beyond 
his skill and efficiency. I won’t trespass on the time of the committee 
any longer. 

r. Bates. Do we have any figures on that? 

ao Courtney. I have them all her, Mr. Chairman, and I can read 
them. 

Mr. Rivers. Why don’t we let Mr. Bannerman speak? He started— 
he has something to say in his own defense. 

Mr. Bannerman. I started to say, Mr. Chairman, that I would like 
to have Mr. Courtney put in the record—if he does not have it there, we 
can furnish it—the total difference between the initially negotiated 
target prices and the final cost to'the Government on these contracts. 

Mr. Vinson. All right. 

Mr. Courtney. That has been done. 

Mr. Vinson. Weare trying to clear it up. 

Mr. BanneRMAN. I am sure it has been Bees yes. 

- Mr. Courtney. Yes, sure. 

-Mr. Vinson. I am —— the position from the testimony—my 
recollection is, and I think I am on good ground from reading what 
Mr. Courtney and his assistant has written out and given to me—that 
it does not aagy rage a saving to the Government. 

. Mr. Bates. Mr. Chairman, I don’t think there is any way that any- 
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Mr. Bares. It all depends on whether or not the target price was a 

one. 

Mr. Bannerman. I think this is correct, Mr. Chairman. 

Mr. Bates. That is all it adds up to. 

Mr. Bannerman. I think this is correct. I think we must all 
realize that in any form of sceonipmiys if you are seeking to achive 
contractor efficiency and management efforts to reduce prices, you have 
to provide the management with part of the risk, involved in that con- 
tract. Otherwise, we might as well make nothing but cost-plus-fixed- 
fee contracts. 

Now, the incentive contract provides a part of that risk, both ways: 
part of the reward and part of the risk. 

It is between, as we say, a firm fixed-price contract and a cost-type 
contract. 

The Government recovers 80 percent of these cost reductions, and 
we consider it very important that that 80 percent come back to the 
Government regardless of what the cause is. Because you won’t get it 
if you don’t provide that reward. 

. Vinson. Let’s try to reach a correct conclusion. Then, can you 
demonstrate by contracts or anything the soundness of your statement 
under which you justify this type of contract? “We believe that it is 
basically a sound method of contracting which has resulted in sub- 
stantial savings to the Government.” 

Now, you certainly have some evidence to warrant that statement. 

Mr. BANNERMAN. Yes, sir. 

Mr. Vinson. Allright. You just submit that for the record. 

Mr. Bannerman. I will be glad to, Mr. Chairman. 

(The statement requested is as follows :) 


Savines ACHIEVED THROUGH APPROPRIATE USE OF INCENTIVE TYPE CONTRACTS 


It is the objective of the Department of Defense to procure the most advanced 
weapons in the least practicable time at at the lowest ultimate price to the Govern- 
en The proper use of an incentive type contract contributes materially to this 
objective. 

The type of contract which provides a contractor with the greatest incentive to 
reduce costs is the firm fixed-price contract, because here all savings resulting 
from cost reductions accrue solely to the contractor and serve to increase his 
profit. The incentive type contract is closest to the firm fixed-price contract in the 
potential strength of its dollar profit incentive for reducing costs, which reduc- 
tions are, however, shared with the Government. 

The type work for which incentive contracts is suitable almost invariably 
concerns major defense items which (1) have been developed as the result of 
design competition, (2) have not been produced previously in such quantities as 
would permit the use of experienced costs adequate to make an award on a firm 
fixed-price basis but about which sufficient information is available to permit the 
establishment of reasonably accurate target costs, and (3) are of such magnitude 
that savings are expected to be accomplished through the energetic application 
of the best management and production techniques over an extended period of 
contract performance. 

The incentive contract provides all of the desirable features of good procure- 
ment designed to insure the lowest ultimate cost to the Government. It pro- 
vides a positive, clear-cut incentive to reduce costs in accordance with a con- 
tractual agreement known to the contractor in advance of performance. Risk 
of profit reduction or actual loss, as well as increased profit through cost 
Teduction is established. As the result of these incentives, specifically set forth 
in the contract, every practicable effort is made by the contractor to conserve 
Manpower and materials and to exert downward pressure on subcontract and 
Inaterial prices and wage rates. 
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The difficulties in establishing fair and reasonable prices in incentive type 
contracts are precisely the same as those encountered in negotiating any type 
of contract requiring the performance of relatively new and complex work. 
Contracting personnel must carefully analyze estimated costs and proposed prices 
to learn all pertinent facts and to negotiate upon the basis of costs which the 
prospective contractor should experience during performance if he operated with 
reasonable economy and efficiency. In any type contract, from a straight fixed- 
price type through the cost-plus-fixed-fee type, the establishment of fair and 
reasonable prices and costs is essential if the Government is to benefit and the 
contractor is not to realize “windfall profits” accruing because of inflated 
estimates. 

The incentive-type contract is one of many types of available contractual 
arrangements. It is used only when the nature of the procurement indicates its 
advantage to the Government and a determination is made that its use is 
likely to result in less cost to the Government. Formal determinations to use 
incentive type contracts are made and reviewed by responsible and competent 
supervisory procurement personnel. 

The Department of Defense is convinced that its employment of incentive 
eontracts has resulted in substantial savings to the Government. In order to 
evaluate the savings generated by incentive contracts it is essential that a 
comparison be made, not only between the target and final prices paid under 
these contracts, but also between the prices paid under the incentive contracts 
and those prices which probably would have been paid if other than incentive 
contracts had been used. 

To illustrate the forgoing, let us examine a particular procurement recently 
made by the Navy, the procurement of an aircraft, for which it was determined to 
employ an incentive type contract. The company with which negotiations were 
held had been chosen originally through design competition, had developed 
the aircraft, and, at the time of this procurement, was the only company 
capable of building the aircraft within the time required. There had been 
no extensive manufacturing experience, changes in the aircraft had occurred 
and although contingencies could be reasonably identified, in fairness to the 
contractor, they could not be eliminated. 

Let us examine the four types of contracts which the contract negotiator 
considered at the time of this negotiation and, with reasonable assumptions, 
compare prices which probably would have been negotiated had each been 
employed. 

First, let us consider the pricing arrangement actually negotiated under a 
fixed-price incentive contract, which in this instance was the type finally decided 
upon. Asa result of very thorough negotiations, fully supported by the advice 
of audit, technical, and legal specialists, an incentive contract providing for 
the following pricing pattern was agreed to: 











NE ON si Sin eh kn een doeabenseberhag trai ~s teen $32, 986, 000 
Target profit (9.5 percent) hand $3, 133, 670 
Share in savings below 
target cost: 
OVO. Ss 3b sk aig ibe nate e a ineedie one percent. 75 
eR aria eatin. tah sche tekin sb mlingimpnisee asus Salaries do... 25 





Profit penalty on costs 
Exceeding target costs: 
UII nk Na fee cad and on ceilings Kids tye yabbetandy Sin naihis atin do__-. 25 
Gelline prive (190 - percent Of. C0Bt ) nse nina sine ee ene $39, 583, 200 


The contractor initially proposed a target price of $37.4 million. As indi- 
cated above this figure was reduced through negotiation by $1.3 million to $36.1 
million (Target cost $32,986,000+target profit $3,133,670=taget price 
$36,119,670). 

In establishing the target cost of the contract, bills of material, scrap factors, 
and extent of rejects were carefully analyzed by technical personnel. Labor 
hours and rates were scrutinized in the light of past experience and reasonable 
projections. Expected learning experience, so called “learning curves” were 
applied and the negotiator was assisted in their application by specialists in 
this field. Overhead rates were audited and projected on the basis of antici- 
pated business volume. Items such as interest, advertising, contributions and 
donations were eliminated in setting the target cost. (As a matter of fact, 
in negotiating the final cost, approximately $1 million of audited costs actually 
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incurred by the contractor were eliminated as not being properly allowable to 
this contract). 

Every reasonable effort was made to develope a target cost which was “tight” 
and accurate. Contingencies were placed above the target and a penalty pro- 
vided in the event they were incurred. 

Upon completion of this contract, negotiations resulted in the following: 


Negotiated final cost (based upon independent Government audit and 
as indicated above, the elimination of costs incurred but not con- 








sidered allocable to the contract) _-_-----_-__--__----------~--~-- $31, 171, 770 
Reduction below target cost : 
Og SR a 2 Tage eee se ee $32, 986, 000 
SM URMEINE MTL cain iim einem a mimetemares 31,171,770 1,814, 230 
Share in reduction below target cost : 
Ce a Rie B,C ae een SLL: AFC 453, 557 
TE | Ne CEES gage eM LD ae ee PASE 5 BOP AT 1, 360, 673 
Total profit to contractor : 
Target profit._.__- Bs RS Tag Se 8, 133, 670 
Share in cost requction.... 22. 453,557 3,587, 227 
Total profit earned by the contractor is equivalent to 11.5 percent of final 
negotiated cost. 


Now, let us assume that this procurement had been made utilizing a firm fixed- 
price contract. The contractor probably would have attempted to negotiate a 
fixed price of approximately $39 million in order to cover adequately known costs 
and costs which might occur but which would not be positively forecast or 
evaluated, plus an increased profit to reflect the additional risks inherent in a 
firm fixed-price contract. In our example, the contract negotiator believed that 
many of the contingencies for which the contractor had provided would not 
necessarily occur, and consequently the contractor’s price proposal was too 
high. Furthermore, the negotiator did not feel that the contractor’s proposal 
adequately reflected the cost reductions possible through his exercise of in- 
genuity and production efficiencies. Instead of $39 million he believed that a 
more fair and reasonable price would be in the neighborhood of $36 million, 
($33 million costs, plus $3 million profit). 

Although a target cost of approximately $33 million and a target profit of 
approximately $3 million were in fact negotiated under the incentive contract, 
this arrangement would not have been accepted by the contractor on a fixed- 
price basis without protection against reasonable contingencies. If a firm 
fixed-price had been negotiated it undoubtedly would have been at a figure 
considerably above the target price and possibly as much as the ceiling. 

If it is assumed that a fixed-price would have been negotiated approximately 
at the ceiling ($39,583,200) the contractor’s profit would have been approxi- 
mately $7,800,000 ($39 million less negotiated final cost of $31,171,770) or 
approximately 25 percent of final negotiated cost. The Government would 
have paid over $5 million more than it in fact did under the incentive contract 
and would not have shared in any cost reductions realized under that contract. 

Let us assume, only for purposes of illustration, that a firm fixed-price contract 
could have been negotiated at the same amount as the target price $36,119,670. 
(Normally this would not be possible because the contractor would not forgo 
the inclusion of reasonable contingencies without which he could easily suffer 
very serious and in some instances irreparable losses.) Under this assumption 
the contractor would have realized a profit of $4,947,900, equivalent to approxi- 
mately 16 percent of negotiated final cost, and the Government would not have 
participated in any of the cost reductions achieved under the contract. 

Obviously the Government benefited much more under the incentive contract 
than it would have under a firm fixed-price contract. 

Further, let us consider what would have been the probable results had this 
contract been awarded on a fixed-price redeterminable basis. Since there would 
be no change in the requirement to include contingencies in his proposal, and 
since the’ contractor would not be the sole beneficiary of all savings realized 
from inception of the contract, he would negotiate on the basis of a contract price 
ceiling at least equal to the ceiling figure of $39,583,200 negotiated under the 
incentive contract; in fact, he would probably attempt to negotiate a higher 
ceiling since his profit potential would be impaired because of the contractual 
instrucent used; i.e., a firm fixed-price would not be fixed until some later 
time—probably at a point where 30 to 40 percent of anticipated contract costs 
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have been incurred, at which time profit would then be fixed on the- basis of 
costs actually incurred and estimated costs to be incurred. There would be no 
incentive to reduce costs prior to redetermination except as would be n 
to retain a cost progression within the contract ceiling. Because there would 
be no initial profit-sharing formula to motivate the contractor to more econ- 
omical performance prior to redetermination, and since his profit rate would be 
based upon costs incurred and to be incurred, the highest potential profit could 
be obtained by his incurring costs within but near or at the ceiling. Unless the 
ceiling of the contract were a very tight one—and this would be difficult to 
achieve because of the nature of the item being procured—there is little or no 
incentive for the contractor to reduce costs during the early stages of contract 
performance. However, once the price was fixed, total savings from that point 
on accrue to the sole benefit of the contractor ; he would then commence maximum 
cost reduction efforts, but the Government, except with regard to follow-on 
contracts, would not benefit therefrom. Therefore, as in the case of the firm 
fixed-price contract, the use of a redeterminable fixed-price contract was deter- 
mined not to be in the best interests of the Government in this instance. 
Lastly, let us consider what would have been the probable results had this 
procurement been effected under a cost-plus-fixed-fee (CPFF) type contract. 
Here the contractor’s fee would be fixed but there would be no fixed ceiling 
on costs to be borne by the Government. Thus, the ultimate cost to the Govern- 
ment could not be determined.until completion of the contract, and there would 
be little or no incentive for the contractor to reduce or even control his costs, 
In the absence of financial risk, engineering perfection would be sought with 
little regard for cost. Production efficiencies and economies would be relatively 


minor objectives. It is logical and reasonable to assume that under these | 


circumstances, ultimate cost to the Government would probably be much in 
excess of that borne under either a firm fixed-price contract or a redetermin- 
able fixed-price contract. Certainly, the CPFF type contract in this instance 
would be the least desirable of the four from the Government’s point of view. 
It is generally recognized that the use of a CPFF contract should be restricted to 
procurement situations where costs can be estimated only and where the end 
result of contract performance cannot be guaranteed, such as procurement of 
research and development. 

From the above it is obvious that in our illustrative example it was much to 
the advantage of the Government to negotiate an incentive contract rather than 
a firm fixed-price contract, a redeterminable fixed-price contract, or a CPFF 
contract. 

Under the incentive contract a price ceiling was obtained comparable to the 
amount which might have been negotiated as a firm fixed-price. By negotiating 
a lower target cost and requiring the contractor to absorb a 30 percent penalty 
share of any costs incurred above the target, increased contractor risk was 
established. By providing a 30 percent sharing by the contractor in cost re 
ductions below the target, the contractor was given a monetary incentive to do 
his best. And by establishing the incentive formula at the outset, the contractor 
and the Government knew where they stood from the very beginning of contract 
performance. 

Indeed, it could be and was determined properly in this instance that an 
incentive contract was likely to be less costly than any other type of contractual 
agreement. 

Procurement of this aircraft is typical of our practical use of incentive type 
contracts. It clearly illustrates the extent of analysis and care with which 
we determine that type of contract which will produce the most economical 
results for the Government. 

During the presentation by the Navy before this committee, reference was 
made to a study of 47 fixed-price incentive contracts which provided evidence 
of savings achieved by the use of this procurement technique. These 47 con- 
tracts included all Navy fixed-price incentive contracts for aircraft and mis 
siles for whieh final prices were determined during the 8-year period ending 
December 31, 1959. It was pointed out that, through the operation of the 
incentive profit patterns of these 47 contracts, contractors reduced their costs 
$67,647,000 below the negotiated target costs which totaled $2,584,521,000. As 
a@ consequence these contractors received increased profits in an amount of $19 
million (increasing their profit rate from 8.8 to 9.8 percent), and the Government 
benefited through a net reduction in contract prices in an amount of $48,652,000. 

The ceiling prices negotiated for the Navy's 47 contracts totaled $3,144,487,000. 
Final prices were determined to be $2,708,530,000. Consequently, it is considered 
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that the maximum savings which might have accrued to the Government by 
virtue of use of this type of contract amounted to $435,857,000. This is based 
upon the assumption that had firm fixed-price contracts been negotiated, con- 
tractors in most instances would have been willing to accept such contracts only 
on the basis of the negotiated ceiling price and certainly not on the basis of the 
target price. Under these circumstances, the contractors would have realized 
profits of $677,613,000 (27.5 percent) instead of $241,656,000 (9.8 percent), or a 
total of $435,857,000 (180.4 percent) more in profits. 

Notwithstanding the fact that firm fixed-price contracts could not have been 
negotiated at the target prices, let us assume for purposes of illustration that 
they could have been. Under these circumstances, using the 47 Navy cases as 
a base, profits to the contractors would have amounted to $290,308,000 (11.8 
percent of actual costs), which is $48,652,000 more than was actually paid 
by the Government to the contractors under the incentive arrangements. 
Whereas under the incentive contracts $48,652,000 were refunded to the Gov- 
ernment as it share of cost reductions, had the contracts been firm fixed-price, 
there would have been no refunds to the Government. This is believed to 
be conclusive proof that the determinations to use incentive contracts in these 
instances were proper and that the use of such contracts did in fact result in 
less cost to the Government than would have been the case under any other 
type contract. 

With regard to these 47 incentive contracts, it is also important to note that 
the average final cost negotiated was only 2.7 percent below the target cost 
initially negotiated. This proves that the average targets negotiated were as 
accurate as could be reasonably expected, especially when it is realized that 
the contracts’ incentive provisions act to encourage the contractors to exert 
their maximum efforts to undercut their targets as much as possible. 

The average profit rate was 8.8 percent and the final profit rate was 9.8 per- 
cent under the Navy’s fixed-price incentive contracts. When this is compared 
with the 18.3 percent average profit rate reported by Mr. Coggeshall for fixed- 
price-contracts, it must be concluded that the target and final profit rates under 
these incentive contracts are indeed reasonable. 

Even more important, all efficiencies and economies which have been 
achieved under these incentive contracts will accrue to the benefit of any con- 
tracts which may follow for the same or similar items. 

The Air Force in its presentations to this committee referred to a study of 
costs covering 127 incentive-type contracts on which final settlement was made 
between January 1, 1957, and June 30, 1959. The target costs of these contracts 
were $6,316,528,000. Applying an estimtaed average profit of 8 percent on 
costs, or $505,322,000, the total target price to the Government would be 
$6,821,850,000. The contractors were able to reduce costs to $6,096,825,000, a 
savings of $219,703,000 on the target costs of $6,316,528,000. Utilizing a most 
frequently used sharing formula of 80-20, the Government benefited through a 
net reduction in contract prices of $175,762,000 (80 percent of the total savings), 
while the contractors received increased profits of $43,940,000 (20 percent of 
the total savings). The total contract price to the Government was then 
$6,646,088,000 instead of the higher target price figure, a reduction in excess 
of 2.5 percent, while the contractors’s profit rose from 8 percent to approxi- 
mately 8.7 percent. These savings to the Government would not have been 
realized under any other type of contract. 

To better illustrate our convictions that savings such as the Air Force realized 
on the 127 incentive-type contracts could not be obtained using any other type 
of contract, the following projections are presented. These projections show 
the probable price to the Government of the same work if firm-fixed-price, 
redeterminable, or cost-plus-fixed-fee type contracts had been used. In making 
these projections three assumptions are made, assumptions necessary if the 
comparisions are to be meaningful. First, that the contract target cost of 
$6,316,528,000 agreed to in the incentive-type contracts would have been accept- 
able to the contractors under any other type of contract. This is considered 
highly unlikely in the case of the firm-fixed-price and redeterminable type 
contracts as we could expect the contractors to insist on a higher cost target 
to cover contingencies. Second, that the profit percentage to be applied to the 
target costs would be the average profit percentage for the specific type of con- 
tract as revealed in the Renegotiation Board study presented to the committee. 
These percentages are 18.3 percent on firm-fixed-price contracts; 10.6 percent on 
redeterminable contracts; and, 4.9 percent on cost-plus-fixed-fee contracts. 
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Third, that in the case of cost-plus-fixed-fee contracts, 18 percent be added to 
contract target costs. An 18 percent overrun of costs was found to be the 
average in a recent Air Force summary of experience in 171 cost-plus-fixed-fee 
contracts. 

In the case of the firm-fixed-price type contract we could expect a price to the 
Government of $7,472,452,000, made up of estimated costs of $6,316,528,000 plus 
a profit of 18.3 percent, or $1,155,924,000. This price is $826,364,000 in excess 
of the price to the Government under the terms of the incentive-type contracts 
used ($6,646,088,000). Furthermore, the Government would not realize any 
of the cost savings that could be effected by the contractor regardless of their 
origin, efficiencies or “‘windfalls.” 

In the case of the redeterminable type contract we could expect a price to 
the Government of $6,986,079,000, made up of estimated costs of $6,316,528,000 
plus a profit of 10.6 percent, or $669,551,000. This price is $339,991,000 in excess 
of the price to the Government under the terms of the incentive type contracts 
used ($6,646,088,000). Here again, the Government would not realize any of 
the cost savings that could be effected by the contractor regardless of their 
origin, efficiencies or “windfalls.” 

As for the cost-plus-fixed-fee contract, we could expect a price to the Govern- 
ment of $7,763,012,000, made up of estimated costs of $6,316,528,000 plus a 
profit of 4.9 percent and an overrun of 18 percent, or $1,446,484,000. This price 
is $1,116,924,000 in excess of the price to the Government under the terms of the 
incentive type contracts used ($6,646,088,000) . 

We believe that with the examples and projections we have presented you can 
readily see that incentive type contracts, when properly used, can result in 

- marked benefit to the Government. We recognize that any weaknesses or 
failures in our pricing efforts could result in unearned profits, regardless of the 
type of contract used. However, because of the Government-sharing feature of 
the incentive type contract unearned profits are minimized and the price to the 
Government is lowered. This is not so in the case of firm-fixed-price or rede- 
terminable type contracts as total reductions in cost go only to the contractor. 
Furthermore, all efficiencies and economies which have been achieved under 
incentive type contracts accure to the benefit of any contracts which may follow 
for the same or similar items. 


Mr. Vinson. All right. 

Mr. Rivers. Now, right at that point, Mr, Chairman. 

Mr. Vinson. All right. 

Mr. Rivers. I am at the same place you are, on the last paragraph 
of page 9. 

Mr. Bannerman, you contend that that is the best type of contract 
into which to enter ? 

Mr. Bannerman. I am sorry, I didn’t understand the end of your 
question. 

Mr. Courtney. He said is that the best. 

Mr. Rivers. You prefer that type of contract over any type of 
contract ? 

Mr. Bannerman. Incentive contract, Mr. Rivers? 

Mr. Rivers. Yes. 

Mr. Bannerman. No, sir. We prefer, above all other contracts, 
and our regulations so provide, the firm fixed-price contract. 

Mr. Rivers. The firm fixed-price? 

Mr. Bannerman. But there are clearly situations involving pro- 
duction of new types of weapons and new equipment where we sim- 

ly do not know enough by way of cost projections to make firm 

ed-price contracts. In such cases we ies contracts under which 
the majority of the risk will be on the Government, but where some 
of the risk is put on the contractor. 

Mr. Rivers. And as a condition precedent to that—right there—is 
the target figure necessary ? 
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Mr. BANNERMAN. Yes, sir; it has to be negotiated. As I said be- 
fore, the incentive contract falls between the firm fixed-price on the 
one hand and the cost reimbursement on the other. We need some- 
what better information to make an incentive contract than we would 
have, for instance, in the case of pure research. 

But on the other hand, if we have good enough information by 
way of cost experience, we would make a firm fixed-price contract 
as our preference every time. 

Mr. Rivers. Now, who develops originally the target price ? 

Mr. BannerMANn. The target price—the development of that, Mr. 
Rivers, is a joint effort. A proposal comes from the contractor, but 
we have our own figures as to what we think the target should be. 
And almost. always, before we go into an incentive contract, we have 
some clear-cut cost experience on prior contracts with the same 
weapon, so that we do know something about costs before we go into 
these contracts. 

Mr. Rivers. Now, we have had this in the record before today. We 
have had this in the record. 

Mr. BannerMAN. That is right. We had quite a discussion on 
incentive contracts in our earlier hearings. 

Mr. Rivers. Yes. 

Mr. Lankrorp. Mr. Chairman. 

Mr. Vinson. Mr. Lankford. 

Mr. Lanxrorp. Mr. Bannerman, as Mr. Bates said, the crux of this 
whole thing is how good is your target price. 

Let me ask you this—there are two questions I would like to ask 
you: Is there any way you can compare your target prices with the 
prices you get on fixed-price contracts ¢ 

Mr. Bannerman. Mr. Lankford, the information which we use in 
negotiating target prices is precisely the same information we would 
have if we went to a firm fixed-price contract. 

Mr. Lanxrorp. So that there are comparisons that you can make? 

Mr. BANNeRMAN. Yes, sir. As a matter of fact, it not infre- 
quently happens that when we start a negotiation, we have every 
intention of going to a firm fixed-price contract, but we may find 
out in the course of the negotiation that our information isn’t quite 
that good, and hence we will go preferably into an incentive contract. 
These things are never frozen. We try to accommodate the contract 
to the circumstances of the case. 

Mr. Lanxrorp. Now, Mr. Bannerman, what percentage, or in what 
percentage of these incentive-type contracts has there been an addi- 
tional profit to the contractor ? 

Mr. Bannerman. Mr. Lankford, on the average—and I think Mr. 
Courtney’s figures would bear this out—on the average, the final cost 
of these contracts has been slightly under the target cost, and hence 
to the extent of the difference, there has been a sharing in additional 
profit by the contractor. 

I think that the final profits of all these contracts which have been 
studied are within 1 to 114 percent of the original target profits. 

Mr, Lankrorp. The point I am trying to make there is just how 
good——— 

Mr. Courtney, Not profit, but cost. 

Mr. Lanxrorp. Just how good is the target price? 
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_ You see, if most of them are running under the target price, and 
hence an additional profit to the contractor, that bears out the fears 
I think that have been expressed by the members of the subcom- 
mittee that this incentive type is an incentive to raise the target, price 
so there would be additional profits. 

Mr. Bannerman. Well, Mr. Lankford, that, of course, is an argu- 
ment that is impossible to resolve. 

The fact is that the contracts go both ways. They turn out over 
and under the target, some above and some under. 

On the average, I think they have been slightly under. And we 
consider that that is good. e consider that this shows that the 
incentive has, on the average, worked. 

Mr. Lanxrorp. Is there any way to show that this is attributable 
to ve wen feature or attributable to the fact that the target price 
is high? 

Mr. BannerMANn. I have the impression that this is an impossible 
judgment. I can tell you why. But I would like to point out, in any 
event, that if it does go under, 80 percent of that saving comes back to 
us. And we probably wouldn’t get it otherwise. 

Now, to answer your question specifically, when you try to analyze 
cost reductions in a complicated contract like, say, an aircraft contract 
or a missile contract, it is made up of thousands of things. For in- 
stance, a contractor may find that a particular lathe operation, where 
he intended to have two workmen, can be done with one. Now, is that 
saving a result of efficiency or is that a result of his having had too 
many men on there in the first place ? 

I don’t know how you judge this. 

Mr. Vinson. That is true. 

Mr. BanNeRMAN. It would be very difficult. 

Mr. Vinson. Now, let’s see, Mr. Bray has a question. 

Mr. Bray. Mr. Chairman, I don’t say we shouldn't sometimes have 
these incentive contracts, but I have a very great suspicion of them. 
On the same theory, you hire a surgeon and pay him so much, but you 
are going to pay him so much more if you live. You are assuming that 
he is not going to do his job unless you give him something more. 

And the very nature of that philosophy, while it may be good at 
times, certainly encourages that contractor to get or set a high target. 
He is on the end far more than you are. 

It may bring about some good. But by the very nature of it, you 
are not trusting the contractor to do his best. And if you can’t trust 
him to do his best, he oughtn’t to have the job. 

Now, that may be an unusual philosophy, but I see no reason why— 
you are paying him as the best man, the best concern that you can 
find—or at least I trust that you are only giving it to the best man. 
And then you are saying, “But yet, we know you are going to hook 
us, but if you don’t hook us too much, if you do a little better job, we 
will pay you more.” 

If that isn’t the best man and the one that is going to do the job, 
you oughtn’t to give it to him. 

Now, maybe the people you are dealing with is under such condition 
that you have todo this. But certainly, as one, I am opposed to the 
whole philosophy. 
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"And I think that the investigation that the Hébert committee went 
into—I haven’t studied it carefully—at least, rather intensified my 
opinion that it is a pretty poor way to do business, unless you have to. 
And if you can’t trust a man enough to do it, why don’t you get some- 
body that you can ¢ 

aybe I am just prejudiced on this thing. 

Mr. Vinson. Mr. Bray, you hit the nail on the head. 

Mr. BaNNERMAN. Mr. Chairman, may I answer that? 

Mr. Vinson. Yes, sir. 

Mr. BANNERMAN. I think this goes to the heart of all questions of 
types of contracts. 

here isn’t any question but what you achieve a higher degree 
of industrial efficiency under fixed-price contracting and competitive 
circumstances than you ever do under cost-reimbursement types of 
contracting. 

I think we are all familiar with the experience of this country in 
the last war. At the end of the last war, it took several years for good 
companies to get back to habits of efficiency and economy and ability to’ 
compete in commercial markets. 

An influx or an input of a high degree of cost-type contracts, with 
no incentive to good companies for cost reduction, generates inefficiency 
Itean’t help it. And whether the management wants it or not. 

I think that your comments with respect to incentives are applicable, 
Mr. Bray, quite as forcefully to fixed-price contracts. 

Mr. Bray. If there is one instance where that contractor hasn’t 
done his best to do a job and save the taxpayers money, you certainly 
ought not give him another contract. 

fr. BANNERMAN. I completely agree. But how do you know he has 
done his best ? 

Mr. Bray. If you can’t trust him, how can you trust the target that 
you arrive at with him? 

Mr. Bannerman. If that were true, Mr. Bray, we should never 
make fixed-price contracts. We should make only cost-type contracts. 

Mr. Vinson. Now, let me ask this question : 

Why is it commercial concerns do not use this type of contract? 
This contract is only used and was only born in the fertile brains of 
naval procurement officers and then followed by the other Depart- 
ments—I mean the Air Force, and not followed by the Army. Com- 
mercial industry doesn’t use this type of contract at all. 

Mr. Bannerman. Mr. Chairman, I think that the statement is per- 
haps a little broad, although I agree with you in general, that 
commercial industry doesn’t use this type of contract. 

I think the answer to that is that commercial industry is not in the 
kind of business we are in. Commercial industry is not buying 
missiles or aircraft that have not been previously run on a production 
line. Commercial industry, by and large, knows costs far better than 
we can possibly know them. 

Mr. Vinson. The weakness of this type of contract is because such 
heavy reliance is on the estimate that is made for the target price, 
against actual auditing. 

Mr. Vinson. Isn’t that the main criticism ? 

Now, if you had better figures and you had the audit and all that, 
you might be warranted to doit. And you rely entirely now upon the 
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estimating of costs. Isn’t that the weakness of the whole thing, 
fundamentally ? 

Mr.\Bannerman. Mr. Chairman, we don’t make incentive contracts 
at the beginning of the concept of a new weapon. We develop 
weapons under cost-type contracts, and we do get cost information 
from those contracts. 

We do have some cost information before we go into incentive 
contracts. 

As you say, it is not as good, usually, as the information we have 
when we go into fixed-price contracts. But it bridges the gap. 

Mr. Vinson. Then you are basing your price on a formula and not 
on facts, isn’t that it? 

Mr. BANNERMAN. Well, we are basing our price on the best facts we 
can get at the time. 

r. Vinson. But largely on the formula? Which means estimat- 


ing ? 

Mr. BaNNERMAN,. All predictions, of course, are estimates, Mr, 
Chairman. 

Mr. Becker. Mr. Chairman, just one question. 

Would you say that under this incentive-type contract, where, if 
the contractor is efficient, he can gain an added profit of 20 percent— 
this is incentive—he can gain an added profit of 20 percent above his 
figured profit, couldn’t hef 

Mr Eicanienen Mr. Becker, he could gain 20 percent of his sav- 
ings up to a profit ceiling, which is norma ly contained in these con- 
tracts. The profit ceiling is never as high as 20 percent. 

Mr. Becker. Would you say that this is a higher profit than he 
might gain under a cost-plus-reimbursement contract, despite the 
renegotiation that may take place later ? 

Mr. Bannerman. Well, I can’t talk, of course, “despite the renego- 
tiation,” because we can’t predict what that will do. 

But I think it would be safe to say that the potentialities for profits 
are greater on the average in incentive contracts than they are in 
cost-type contracts. They are smaller than they are in fixed-price 
contracts. 

Mr. Becker. They are smaller than they are—on the incentive, you 
say they are smaller than they are on the fixed-price contract ? 

Mr. Bannerman. Yes, sir. And I think the Renegotiation Board’s 
figures demonstrate this fact. 

Mr. Becker. Well, Mr. Chairman, do you have—I know you were 
busy talking, Mr. Chairman. I don’t know whether you heard what 
Mr. Bannerman said. 

But do you have any proof of that fact, that the bnoneithrertiae 
contract is less costly—rather, there is less profit than there is in the 
fixed-price contract ¢ 

Mr. Bannerman. Mr. Becker, I do have proof. I think it is in 
the record of this committee. 

Mr. Coggeshall, from the Renegotiation Board, testified and put in 
figures, based upon $25 billion worth of business on which the highest 
profits had been earned in the last 10 years. And he had broken this 
down, as you may recall, by types of contracts. The highest profit 
by types of contracts was in the firm fixed-price contracts. 
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The average profit, prior to renegotiation, under incentive contracts 
for this highest profit group was in the neighborhood, as I recall it, 
of 814 to 9 percent. 

The cost-type contracts, on the other hand, were down around 5 to 
6to 7 percent. But that is pretty good proof, I would say, on the 
point your are asking. 

Mr. Becker. Mr. Chairman, I have listened all through these hear- 
ings, and I am not wedded to any type of contract. But I think this 
observation is extremely important, that the — in the fixed-price 
type of contract has been, on the average, much higher than the profit 
in the incentive-type contracts. 

Mr. Bannerman. I think this is likely to be true always, Mr. 
Becker, not only with respect to Government work but in private 
business. When you make fixed-price contracts, you take greater 
risks. If you take greater risks, you aré entitled to earn greater 
profits, This works anywhere. 

Mr. Vinson. If the target price was based upon a complete audit, 
there might be more justification to have incentive-type contracts. 
But when it is based upon an estimate, you are on weak grounds 
when you make your target price. You know that, and I know it. 

Mr. BANNERMAN. Mr. Chairman, I think it is safe to say that at 
the present time practically all, if not all, target price negotiations 
are preceded by a Government audit of the contractor’s costs, up to 
the time of negotiating that target, on the earlier portions of earlier 
contracts. We do have audited costs. 

Mr. Bares. I would just like to ask one question on that percent of 
sem Mr. Bannerman, that the Chairman of the Renegotiation 

oard gave us. 

I don’t recall whether that was a percent of the target price or the 
final price. 

Do you remember that ? 

Mr. BANNERMAN. It was final. It was a percent of costs at the end 
of the contract in all cases. 

Mr. Bares. At theend of the contract ? 

Mr. BANNERMAN. That is correct, in all cases. 

Mr. Bates. There is quite a bit of difference there, whether it would 
aoe target price or whether it would be the final. As a percent 
of cost. 

Mr. BANNERMAN. On the average, Mr. Bates. There are wide 
swings in individual contracts, but on the average, the swing is not 
very wide. 

Mr. Bares. I say it well could be. 

Mr. BannerMAN. On individual contracts. 

Mr. Vinson. You see, one of the reasons why this section is tied into 
the skill, efficiency or ingenuity in the performance of such contracts, 
is this: The chairman of the Renegotiation Board has demonstrated 
that many of the savings are the result of factors other than cost reduc- 
tion in the production line. 

For example, the number of contracts and volume of work in production in a 
single contractor's plant— 

And so forth. 

Now, that is upon the justification. And that is the viewpoint of 

the Comptroller. 
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Mr. Bates. That is also true of the firm price. 

Mr. Vinson. Oh, yes. 

This discussion of the effect of the proposed new subsection (f) has been based 
on the assumption that it was intended to apply only to what are known as in. 
centive contracts. The words of the proposed new subsection, however, might 
be interpreted to prohibit firm fixed-price contracts. 

Now, how can that happen ¢ 

Mr. BannerMAN. Mr. Chairman, I don’t particularly want to press 
that point, if we can get the record clear that they are not intended to 
apply to such contracts. 

How it could be is this: 

In negotiating a firm fixed-price contract, we do inherently negotiate 
a profit formula. That is to say, once we negotiate an estimated cost, 
plus the profit, the total of those becomes the.price. 

Mr. Vinson. Mr. Courtney, what comments have you to make as to 
making the applicability of it to the firm fixed-price contract, by the 
language in the bill ? 

Mr. Courtney. Mr. Chairman, I think the language could be clari- 
fied to eliminate that possibility. 

Mr. Vinson. It was not intended. 

Mr. Courtney. I don’t think it was intended. 

Mr. Vinson. Not intended. 

Mr. Courtney. We haven’t heard from the Comptroller. 

Mr. BANNERMAN. We didn’t think it was intended. 

Mr. Vinson. Let’s move on. We have discussed this sufficiently. 

Now, take (h). 

Mr. BannerMAN. John, do you want us to go ahead on this? 

Mr. Sanpwec. Page 4, line 9. 

Mr. Vinson. Take (h). 

Mr. Courtney. Now, this begins on line 9. It is subsection (h)— 
subsection 2310(a). 

(h) Subsection 2310(a) is amended to read as follows: 

“(a) Determinations and decisions required to be made under this chapter 
by the head of an agency may be made for an individual purchase or contract 
or for a class of purchases or contracts.” 

Mr. Becker. That is some wording. 

Mr. Courtney. You want to proceed ? 

Mr. Bannerman. Shall we proceed on this one, Mr. Chairman! 

Mr. Vinson. Yes. 

Mr. Becker. Mr. Chairman, before you proceed, couldn’t Mr. 
Courtney put that in a little more simple language? I mean, you 
get this “purchase or contract, or for a class of purchases or contracts.” 
What would be the difference between an individual purchase or con- 
tract, and for a class of purchases or contracts?) Why do we get 
into a class ? 

Mr. Courrney. Well, a quick example—which may not be very 
apt—but several of these subsections, which will be developed by 
the Comptroller as he explains his purpose for writing in this section, 
require specific determinations, as, for example, if you are going to 
buy a quantity of iceboxes, you must under those conditions, if you 
apply certain exceptions, specifically determine that these fulfill the 
requirements of the subsection. 
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' Now, I am picking an extreme example. 


Now, if you are going to buy, let us say, compressors, the Secretary 
can make one determination which would apply to compressors over 
a period of X-number of years. In other words, he effectively says 
that— 

In the class of compressors, we determine— 
the Secretary does— 
that this section shall be applicable, and you may purchase under it. 


In other words, it is not a single purchase, but it is many purchases 
of the same article or class. 

Mr. Becker. What has that to do with the contracts ? 

Mr. Bares. If you came under the general rather than the specific 
provisions. 

Mr. Courtney. Right. That is my understanding of the purpose of 
writing this in. 

Mr. BANNERMAN. Mr. Chairman, the language that is here is not 
different, I believe, from the language that is already in the Act. The 
significance of subsection (h) is one sentence that is not here, that was 
deleted from the bill. I think perhaps it would be helpful if we went 
on with our statement at this point. 

Mr. Vinson. That is right. Which makes it final, you see. 

Mr. Nasu. That subsection, Mr. Chairman, is very short. Perhaps 
it would be helpful to the committee if I read it. 

Mr. Vinson. Read it. 

Mr. Nasu. As it appears in the law now. 

Mr. Courtney. The present law. 

Mr. Nasu. The present law. 

This is subsection (a) of section 2310 of title 10: 

Determinations and decisions required to be made under this chapter by the 
head of an agency may be made for an individual purchase or contract or for a 
cass of purchases or contracts. Such a determination or decision is final. 

Mr. Vinson. That isright. And this repeals that. 

Mr. Nasu. Subsection (h) of the bill would amend section 2310(a) 
todelete the second sentence thereof which provides that all determina- 
tions and decisions required to be made under chapter 137 are final. 
The Department is strongly opposed to this subsection. It is appar- 
ently designed to permit such determinations and findings to be 
challenged and overturned by agencies outside the Department of 
Defense. 

Mr. Vinson. You mean the Comptroller. 

Mr. Bates. Go ahead. 

‘Mr. Nasu. Or the courts, Mr. Chairman. 

Mr. Bares. The Court of Claims. 

Mr. Vinson. Go ahead. 

Mr. Nasu. The removal of finality in these determinations and 
decisions would subject our contracts to being invalidated on the basis 
of differing agency judgments. It was to prevent just such action 
that the Congress inserted the provisions for finality in the bill finally 
enacted in 1948 as the Armed Services Procurement Act. The House 
Armed Services Committee in its report on H.R. 1366 (H. Rept. 109, 
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80th Cong., Ist sess.) which later became the Armed Services Procure- 
ment Act, had this to say on this provision : 

The committee has given careful consideration to the troublesome question of 
the finality of agency determinations and decisions. In a limited number of 
situations—those where the bill provides for a determination or decision by the 
agency head, as that term is defined in the bill, subject to the right of delegation 
provided in section 7—the determinations and decisions of the agencies are final 
and not subject to be invalidated or challenged by the Comptroller General or 
the courts. In the remaining situations, the committee regards as desirable the 
existence in the Comptroller General of a power to examine and question con- 
tracts so long as that power is exercised judiciously and with restraint, and does 
not lead to a substitution of the Comptroller General’s judgment for the judgment 
of the agency head. The latter gives rise to the extremely unhealthy condition 
of, in effect, shared authority without shared responsibility. It also gives rise to 
delays and undesirable uncertainties as to legal status. It is the considered view 
of the committee that where the agency acting in good faith makes a deter- 
mination or decision reasonably supported in fact and law, such determination 
or decision should be final. Stated in another way, the committee is firmly of 
the view that the determination or decision by the agency should stand unless 
it is clear beyond reasonable doubt that the decision or determination is unlaw- 
ful. The finality provisions contained in section 7 of the bill would achieve these 
results. 

It is believed that the rationale on which this committee recom- 
mended the provision in the original act is equally true today. Under 
the proposed amendment, contractors could never be certain that con- 
tracts, made in good faith with the Government, would not be voided 
on the basis of disagreements within the Government on pure matters. 
of judgment, with resultant heavy monetary losses to such contractors. 
The Government would similarly be faced with the prospect of serious 
program slippages because of required reprocurement actions to re- 
place such voided contracts. In sum, the proposed amendment could 
result only in chaotic situations where the validity of contracts result- 
ing from secretarial judgments was challenged by an agency with no 
responsibility for making the procurement. 

Mr. Vinson. Thank you very much. Now, that clarifies exactly 
what we know about that. And I am impressed with the language 
that the committee used. But we will hear the Comptroller as to why 
he should question the final procedure. 

Mr. Rivers. I want to ask the counsel—and he is apparently a very 
distinguished young man—where this theory of administrative juris- 
prudence came into being. There are two sides to this ax. One of 
them: the Comptroller General vetoes the procurement power of the 
Department. Where does he get that authority? And where is that 
contained in the law? How did that thing come about ? 

Mr. Nasu. I believe, Mr. Rivers, you will find the authority of the 
Comptroller General] set forth in the statute which established the Gen- 
eral Accounting Office. 

Mr. Rivers. I thought—wait now—where the funds were expended, 


was the theory of it. I always thought was where the funds were 


expended—and it is a complete violation of the intendment of the 
Congress—is the theory of it. Hence, the auditing authority of the 
Comptroller General. 

Mr. Nasu. I think that is correct, sir. 


Mr. Rivers. And I know of a case, which was called to the attention 


of our subcommittee the other day, where, in the Department of 
the Air Force, something was called to the attention of the Air Force, 
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and rather than taking the time of the military, they said, “Oh, we 
will just let the Comptroller decide.” 

That is a philosophy that is getting too rampant. People ought to 
stand on their own authority and meet the decision at the proper place. 

Mr. BANNERMAN. I completely agree, Mr. Rivers. 

Mr. Rivers. And it is the same theory, and there is the other side 
of the ax, is where the Congress appropriates money and we have the 
Bureau of the Budget to veto the Congress. 

We are having too many people dipping into these things that don’t 
have the basic authority. 

I am not deprecating the dedication of either branch of the Govern- 
ment, particularly our own 

Mr. Bray. Would the gentleman yield ? 

Mr. Rivers. Wait just a minute. 

Mr. Bray. Isn’t the Comptroller General the arm of Congress ? 

Mr. Rivers. I knowthat. I am trying to get to that. 

That is our only arm of Congress, who investigates these things 
and brings them to the attention of the Congress. 

Here is the proper piace, as our chairman has said. 

Now, the Comptroller General has brought these things to our at- 
tention, and here we resolve them. But to have an agency which can 
veto and rescind a decision is something that I say is out of whack. 

Mr. BANNERMAN. We feel particularly strongly about that with 
respect to these decisions which are clearly judgment decisions, involv- 
ing in many instances military judgments where the duty is imposed 
upon the Secretary of one of the military departments. 

For instance, if we negotiate under these numbered exceptions from 
11 through 16, a secretarial decision is normally required. 

Now, these authorities cover such questions as whether the contract 
covers experimental, developmental or research work. Now, who is 
a better judge of that than the military department ? 

The second case: that the contract is one that involves securit 
classification ; that it should not be publicly exposed. Now, who 1s 
a better judge of that than the military department, the Secretary ? 

Mr. Rivers. Now, you see what you are up against? Because of 
the philosophy—I tried to get this in awhile ago, but I couldn’t get 
it in. 

_ The philosophy of war and preparation for war is waste. Al] war 
is waste. Therefore, we are developing a breed of Americans—I am 
talking about contractors and evervtods else—who have lost the basic 
idea that you have got to save money. Whenever you are fixed up 
with a Government contract, you waste money. There are too many 
of those people. They are getting in the majority against you and 
me, you see? Before long, there will be more of them than there are 
of you and me. 

hat is why the General Accounting Office has gotten into this 
field, is because of irresponsibility on the part of so many people. 

Mr. Bannerman. Well, I think that these judgments, if they are 
to be taken, Mr. Rivers, have got to be taken by the military depart- 
ments. They are judgments. 

I don’t know how you audit a decision that a particular procure- 
ment covers classified material. If that decision is taken and if it 
is subject to being upset by later review by either the General Account- 
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ing Office or the courts, I think it would be highly desirable in the 
interest of orderly procedure that we get them in in advance. Because 
we don’t want to go around making contracts on the basis of such a 
judgment as that, that thereafter will be upset. 

We think that the requirement in the law, or the provision in the 
law now, that such judgments made by highly responsible people in 
the military departments are final, is an almost essential condition 
of doing your business. 

Mr. Vinson. Mr. Courtney, have you any comments to make for the 
record on that portion of the bill ? 

Mr. Courtney. Well, Mr. Chairman, this is a pretty broad pro- 
vision of the bill. And I would think that—I would like to defer any 
discussion on it until we hear from the Comptroller. 

Mr. Vinson. All right. We will read the next section, because we 
all understand what itis. Go ahead. 

Mr. Courtney. Now, the next section, Mr. Chairman, is (i), and 








I will pass up the provisions of the Armed Services Procurment Act. 

Mr. Sanpwec. They have them, John. 

Mr. Courtney. You have them in front of you? All right. 

Each determination or decision under clauses (11)—(16) of section 2304(a), 
section 2306(c), or section 2307(c) of this title shall be based on a written 
finding by the person making the determination or decision, and such findings 
shall set out facts and circumstances which (1) are clearly illustrative of the 
conditions described in clauses (11)-(16) of subsection 2304(a), or (2) clearly 
indicate why the type of contract selected under subsection 2306(c) is likely to 
be less costly than any other type, or (3) clearly indicate why advance payments 
under subsection 2307(c) would be in the public interest. Contracts negotiated 
umder clauses 2, 4, 5, 6, 7, 8, 9, 10, 11, 12, 18, and 14 of section 2304(a) shall 
be supported by a written finding setting out facts and circumstances sufficient 
to clearly and convincingly establish that use of formal advertising would not 
have been feasible and practicable. Each determination, decision; and finding 
required by this subsection shall be kept available in the agency for at least 
6 years after the date of execution of the contract to which its applies, and a 
copy thereof shall be submitted to the General Accounting Office with each 
contract to which it applies. 

Mr. Vinson. Now let’s hear your comment, Mr. Bannerman. 

Mr. Nasu. Subsection (i) of the bill, among other things, would 
amend section 2310(b) to require that: (1) with respect to 1 
made under clauses (11)—(16) of section 2304(a) that such findings be 
clearly illustrative of the conditions described in those clauses; (2) 
with respect to findings under section 2306(c) that they clearly in- 
dicate why the type of contract selected thereunder is likely to be less 
costly than any other type; and (3) with respect to findings under 
section 2307(c) that they clearly indicate why advance payments 
under that section would be in the public interest. The Department 
has no objection to these requirements. 

However, subsection (i) would further amend section 2310(b) to 
require that contracts negotiated under clauses (2), (4), (5), (6), 
(7), (8), (9), (10), (11), (12), (18) and (14) of section 2304(a) 
shall be supported by written findings setting out facts and circum- 
stances sufficient to clearly and convincingly establish that use of 
formal advertising would not have been feasible and practicable. 

The Department is not opposed to written findings for clauses (2), 
(7), (8), (10), and (12), and, additionally, believes that a useful 
purpose would be served by requiring written findings for clause (11), 
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rovided that they be limited to procurements of property or nf tom 
bee experiment, test, development, or research as distinguished from 
research and development work itself. 

As to clause (9), which involves the procurement of perishable and 
nonperishable subsistence supplies, the Department of the Army is 
currently evaluating its procedures in this area. With the committee’s 
permission, we believe it would be more helpful to reserve comment on 
clause (9) until this evaluation has been completed. This evaluation 
should be completed in the near future. 

The Department does object, however, to the proposed requirement 
for such written findings for clauses (4), (5), (6), research and 
development work under (11), and for contracts negotiated under 
clauses (13) and (14). The basis for this objection is that, under the 
circumstances covered by these clauses, there can normally be no 
formal advertising. Hence, a requirement for individual findings 
that advertising would not be feasible or practical would impose a 
heavy administrative workload for no useful purpose whatsoever. 

Clause (4) involves ‘the procurement of personal or professional 
services. In this area, formal advertising cannot be used because 
award cannot be made on the basis of price alone. Where personal 
or professional services are obtained, the selection is based on the 
unique skill and reputation of the contractor. 

Clause (5) involves the procurement of services of educational in- 
stitutions. Contracts with such institutions are almost exclusively 
either for training or for .research and development work. Since 
what we seek here is the highest competence in the specific branch of 
training, science and technology involved, award must be based pri- 
marily on the comparative technical abilities of the proposed institu- 
tions rather than price. Frequently we are seeking the skills of 
aentic scientists or scientific departments. This cannot be accom- 
plished under formal advertising. 

Clause (6) involves procurement overseas. Procurement prac- 
tices must conform to the business methods in general use by industry 
in overseas areas. Since formal advertising is not a known method 
of procurement in such areas, it cannot be used effectively. 

The vast bulk of procurement dollars obligated by negotiation under 
clause (11) is for experimental, developmental, or research work 
which, by its very nature, cannot be advertised. It is impossible to 
state the nature of the work in precise detail since only the ultimate 
objectives and the general scope of the project can be outlined. Such 
a description of work is clearly inadequate for use in formally ad- 
vertised procurements. 

Determinations under clauses (13) and (14), in fact, already re- 
quire written findings by a Secretary which encompass the concept. - 
of infeasibility and impracticability of formal advertising. 

In sum, it is believed that no useful purpose would be served by re- 
— such written findings for clauses (4), (5), (6), research and 

evelopment work under (11) and for contracts negotiated under 
clauses (13) and (14), and that a tremendous quantity of unneces- 
sary paperwork can be avoided if these modifications which we 
recommend are adopted. 

_ Additionally, it must be pointed out that this bill makes no change 
in that portion of section 2310(a) which, in the case of determinations 
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and decisions required to be made by the head of an agency, authorizes 
the making of such determinations and decisions for a class of pur- 
chases and contracts. Since the written findings ocattiaaplnted by 
this subsection of the bill are not “required to be made by the head of 
an agency,” the authority to make such a written finding for a class 
of purchases or contracts is not clear. It is essential, we believe, that 
the authority to make a written class finding, where formal] advertis- 
ing would not be feasible or practicable, be clearly recognized, as for 
example, in the case of purchases of brand-name articles under clause 
(8) which a selling activity must carry to meet the desires or prefer- 
ences of its patrons. 

Accordingly, it is recommended that sections 2310(a) be revised to 
read as follows: 

Determinations and decisions required to be made under this chapter by the 
head of an agency and written findings required by subsection (b) of this section 
may be made for an individual purchase or contract or for a class of purchases 
or contracts. Such a determination, decision, or finding is final. 

Finally, it is noted that the subsection would further amend section 
2310(b) to remove the present provisions that findings under 
clauses (11)-(16) of section 2304(a), of section 2306, and of section 
2307(c) are final. For the same reasons as indicated above in com- 
menting on subsection (h)—that also, Mr. Chairman, was on the ques- 
tion of finality—this Department is strongly opposed to this amend- 
ment. 

Mr. Vinson. You dealt with (h) at the same time. 

Now, I think that gives the committee the benefit of your views, and 
it is a matter in which we probably can reach some agreement with 
the Department. We will study that. 

Thank you very much on that subject. 

Mr. Bares. I would like to ask what good that recommended change 
is there : “determinations and decisions may be made”? 

Mr. BANNERMAN. You are talking about the matter in the middle of 
page 16 of the statement, Mr. Bates ? 

Mr. Bates. Yes. 

Mr. BANNERMAN. It is to permit findings with respect to classes of 
purchases. 

Mr. Bares. You have a lot of different things. You have the head 
of the agency. And you say they may be made for an individual 
purchase. 

Mr. BANNERMAN (reading) : 


may be made for an individual purchase or for a class of purchases. 


Mr. Bates. Well, now, is that going to change the requirement of 
the law, the other language in (b), that it be done? 

Mr. Bannerman. I don’t believe there was any such intention. 

Mr. Nasu. Mr. Bates, this language goes back, for instance, to 
‘exceptions 11 through 16 of section 2304(a). 

Mr. Bates. Yes. 

Mr. Nasu. Which require a determination. This merely says that 
‘such a determination could be on a class basis. 

Mr. Bares. Wait a minute, now. It says, “may be”—— 

Mr. BannerMAN,. The word “may,” Mr. Bates, is not—— 
Mr. Bares. Either the class or the individual product. 
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Mr. BannerMANn. That is right. It is permissive either way. But 
the requirement for the finding is mandatory. 

Mr. Bares. With respect to some of the other objections, couldn’t 
the head of the agency make determinations ahead of time for a cer- 
tain set of conditions, so that when the contracting officer was to 
make his decisions, he would just put down the authority of such— 
determination on the part of the head of the agency? You have 
always done that type of thing. , 

Mr. BANNERMAN. You are considering, for instance, say, with re- 
spect to educational institutions— 

Mr. Bares. Yes. 

Mr. BANNERMAN. If the head of the agency said, “All contracts 
with educational institutions could be negotiated.” 

Mr. Bates. Whatever you want. 

I mean, it would cut out a lot of the work that this type of thing 
might involve. 

Mr. BANNERMAN. I don’t disagree that it could be done that way. 

Mr. Bares. And in fact, isn’t it done and hasn’t it always been done, 
that the basic authority to make contracts in certain sections thereof 
are as the result of certain regulations ? 

Mr. BANNERMAN. Well, we have never before had any requirement 
for written findings on certain of these exceptions. We see no reason 
for imposing a requirement for a written finding with respect to an 
exception where the Secretary is simply going to make a rubber- 
stamp finding that will then be available in any and all cases. We 
think that would not be accommodating your views, and we think it 
is unnecessary. Why do it at all, if you can never advertise those 
cases ? 

Mr. Bates I am just saying it is better than what we are recommend-. 
ing here in the bill. ° 

Mr. Vinson. The whole philosophy of this thought is to give care- 
ful consideration to each thing Se they come up to it. You just 
don’t do it by wholesale rubber stamping. That is the philosophy of it. 

Mr. BANNERMAN. We agree. 

Mr. Vinson. Now, Mr. Courtney, have you any comments you want 
to put on this record on this comment of the Department ? : 

r. Courtney. It is a severe requirement, and I think we should 
hear from the Comptroller on certain of these clauses. 

Mr. Vinson. All right, take your next one now. 

Mr. BANNERMAN. Mr. Chairman, before we pass that one, I would 
like to make it very clear to the committee that there is a procedural 
change involved in this recommendation. And we do not disagree 
with the basic procedural change. 

Mr. Vinson. That is right. 

Mr. BANNERMAN. We simply think it has been carried to too many 
cases where it is not appropriate. 

Mr. Vinson. That is right. 
mending here in the bill. 

Mr. Rivers. You don’t object to reporting to the General Accounting 
Office, but it is your violent—and I notice how you put it in there. 
This is one thing that vou really are against, isn’t it ? 

Mr. BaANNERMAN. Well, we don’t think that we should have to pre- 
pare findings that all reasonable men would agree are unnecessary.. 
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Why doit? There are too many contracts involved here and too much 
paperwork. There would be no point to it in many of these cases, 
Mr. Vinson. All right. 
Read subsection (j) now. 
Mr. Courtney (reading) : 
DELEGATION 


The head of an agency may delegate, subject to his direction, to any other 
officer or official of that agency, any power under this chapter except the power 
to make determinations and decisions under section 2306(c) and under clauses 
(11)-(16) of section 2304(a) of this title) However, the power to make a deter- 
mination or decision under section 2304(a) (11) of this title may be delegated 
only to a chief officer or official of that agency who is responsible for procure- 
ment, and only for contracts requiring the expenditure of not more than $100,000. 

Mr. Vinson. All right. 

Mr. Nasu. Subsection (j) of the bill would amend section 2311 of 
the act, regarding delegation of powers, in two respects. 

First, it would require that determinations and decisions under 
section 2306(c) be made at the secretarial level. Section 2306(c) 
requires advance determinations that a cost contract, a cost-plus-a- 
fixed-fee contract, or an incentive contract is likely to be less costly 
to the Government than any other kind or that it is impracticable to 
obtain the property or services of the kind or quality required except 
under such a contract. Presently, the power to make such determi- 
nations has been delegable and, in fact, has been delegated. 

The effect of this amendment would be to impose a serious burden 
on the Secretaries and all the intermediate levels of authority with 
no compensating benefit to the Government. The increase in the 
volume of papers going forward to the Secretaries and the time-con- 
suming burden of reviewing them would adversely affect the efficiency 
and effectiveness of responsible people at different and varying levels 
of authority up to the Secretaries themselves. There are thousands 
of contractual actions in these particular areas each year. Our regu- 
lations presently provide detailed guidance to contracting personnel 
in the use of these types of contracts. The regulations explain the 
suitability of certain types of contracts for certain contractual situ- 
ations as, for instance, cost reimbursement contracts for research or 
development work. The determination of the most suitable type of 
contract is frequently also dictated by the specific negotiation situa- 
tion, i.e., the terms and conditions which can be arranged under 
varying types of contracts. Since the Secretaries cannot be personally 
involved in most of these negotiations, it is better to have such deci- 
sions made at levels where the details of the specific procurements 
are known, subject, of course, to good policy guidance and review. 
Accordingly, to require further approval by the Secretaries of each 
individual contract appears to be both unnecessary and totally im- 
practical administratively. Hence, the Department of Defense 1s 
opposed to this portion of subsection (j). — 

The second change to section 2311 made by subsection (j) would 
be to permit a chief officer or official of a military department to make 
the determination or decision required under clause (11) of section 
2304(a) for research and development contracts not exceeding $100,- 
000. The present figure is $25,000. Since it is believed that the 
purpose of this change is to incorporate specifically in the law what 
1s now being done under the national emergency exception, the pur- 
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pose has not been fully accomplished. There appears to be no reason 
why the authority to make such determinations or decisions for con- 
tracts not in excess of $100,000 should not be delegated below the level 
of a chief officer or official of the agency responsible for procurement, 
as has been done under clause (1) of section 2304(a). The determina- 
tion merely involves a finding that the contract is in fact one for 
research and development. Accordingly, it is recommended that the 
second sentence of the proposed subsection (j) commencing on line 
19, page 5 of the bill be revised to read— 

However, the power to make a determination or decision under section 2304 
(a)(11) of this title may be delegated to any other officer or official of that 
agency for contracts requiring the expenditure of not more than $100,000. 

This concludes our comments on the detailed subsections of the bill. 

I want to point out that although I have presented the position of 
the Department of Defense on the bill, the limited time available did 
not permit consultation with the other agencies affected by the bill. 
As the committee knows, the National Aeronautics and Space Ad- 
ministration and the Coast Guard are also covered by the provisions 
of chapter 137, title 10. 

Mr. Vinson. Well, I want to thank you, Mr. Bannerman and Mr. 
Nash, and the others, who have been of great aid and assistance to us 
ipanalyzing most carefully each and every section of this proposed 
ill. 

Mr. Courtney, have you any comments you would like to make right 
now ? 

Mr. Courtney. Not at this point, Mr. Chairman. 

Mr. Vinson. The next group of witnesses we will hear—we will 
take up the Comptroller, who drafted this thought that is expressed 
in H.R. 12299. But we cannot reach that until Friday morning, as it 
is nocrighd in the morning that I appear before another committee 
to testify. 

Sol vill have to ask the indulgence of all witnesses to be back here 
Friday morning. And we will proceed with the bill. 

I want to thank you, again, Mr. Bannerman. 

We will take a recess until Friday morning. 

(Whereupon, at 11:35 a.m., the subcommittee adjourned, to recon- 


" vene at 10 a.m., on Friday, June 3, 1960.) 


House or REPRESENTATIVES, 
CoMMITTEE ON ARMED SERVICES, 
SpectIaAL SUBCOMMITTEE ON PROCUREMENT 
PRACTICES IN THE DEPARTMENT OF DEFENSE, 
Washington, D.C., Friday, June 3, 1960. 

The subcommittee met at 10 a.m., Hon. Carl Vinson, chairman, 
presiding. 

Mr. Vinson. Let the committee come to order. 

Now, this is a continuation of the hearing on H.R. 12299. 

We have had the benefit of the comments of the Department of De- 
fense by Mr. McGuire and Mr. Bannerman with reference to each 
section of the proposed bill. 

Now, we have the privilege this morning of having the comments of 
the General Accounting Office. j 
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I see the first witness is Mr. Edward Welch, Deputy General Coun- 
sel, Office of the General Counsel, General Accounting Office. 

Will you come around ¢ 

All right, now, Mr. Welch. 

You heard, no doubt, and the Comptroller heard, no doubt, and you 
have read the comments of the Department of Defense. Now, what 
comments have you to make with reference to the analysis by the De- 
partment of Defense of each one of the sections of this proposed bill? 

In view of your testimony a few days ago, I suggest that you fur- 
nish the committee with what you conceive to be the proper language 
to accomplish what we were seeking to do, to clarify and to strengthen 
the procurement procedures. 

You were kind enough to send to the committee your observations, 
which are expressed in the bill H.R. 12299, which I submitted to the 


Department for its comment, and we had its comment yesterday, or’ 


the day before yesterday. Now we want to hear what you have to 
say in regard to its comments. 

We want a free and frank discussion on the record. Feel at ease 
and let’s go ahead and accomplish something worthwhile. 

Mr. Wetcu. Mr. Chairman and members of the committee, I have 
a prepared statement that was prepared before we had the benefit of 
hearing the Department of Defense’s testimony. 

However, in addition to this prepared statement we are prepared 
to discuss the points that they did make in their testimony. 

Mr. Vinson. We will let your prepared statement be put in the 
record and let’s take up, section by section, what they said and what 
you say. Then the committee has the responsibility of reaching a 
decision as tg what we think is important. 

Would that aid you in getting the matter clear before the com- 
mittee? 

Mr. Wetcn. Yes, sir. 

Mr. Vinson. All right. ; 

(The prepared statement referred to follows :) 


STATEMENT OF J. EpwarpD WELCH, Deputy GENERAL COUNSEL, U.S. GENERAL 
ACOUNTING OFFICE 


Mr. Chairman and members of the committee, we appreciate this opportunity 
to express our opinions on the various proposed amendments to military pro- 
curement law which are incorporated into H.R. 12299. 

On May 5 the Comptroller General appeared before this committee and stated 
his belief that improved practices and procedures were needed in the areas of 
procurement covered by this bill. I have been asked to convey his appreciation 
for your prompt attention in introducing, and scheduling early hearings on 
the bill. 

Because of the importance we‘ attach to the need for additional legislation 
in the defense procurement area, we would like to examine each section of the 
bill and offer such comments as we think might be helpful to the committee in 
evaluating the merits of this legislation. With your permission, Mr. Chairman, 
we will proceed on that basis. 

Section (a) of the bill should be read with sections (h) and (i). Thus, section 
(a) of the bill would amend section 2304(a) of title 10 to specifically require 
the use of formal advertising in all procurements’ where such use would be 
feasible and practicable. And to aid in accomplishing this objective, section 
(i) of the bili would amend section 2310(b) to require additional findings, 
setting out sufficient facts and circumstances to clearly indicate that use of 
formal advertising would not be feasible or practicable, before negotiation would 
be authorized under certain of the so-called exceptions to formal advertising in 
section 2304(a). Additionally, sections (h) and (i) of the bill would delete 
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the present provisions of section 2310 which give finality to decisions, determi- 
nations, and findings on certain negotiated contracts. 

These amendments are designed primarily to correct, if possible, the trend 
toward use of negotiation, rather than formal advertising, in the procurement 
of our defense needs. 

We are greatly concerned with the extent to which the negotiation authority 
is now being used. For example, from 1954 to 1959 negotiated military pro- 
curement increased from $9.7 billion to $21.3 billion, while advertised procure- 
ment has only increased from $1.8 billion to $3.3 billion. And during fiscal 
years 1957, 1958, and 1959, more than 15 negotiated contracts were awarded for 
every one award after formal advertising. While it is true that a great majority 
of these negotiated awards were for small purchases under section 2304(a) (3), 
the statistics indicate that even if these small purchases are eliminated, the 
ratio of negotiated to advertised procurements is still more than 2 to 1. 

It is our opinion that these statistics, together with individual cases which 
have come to our attention, indicate that more effective controls are necessary 
to assure that formal advertising will be used wherever its use is feasible and 
practicable. 

We recognize that many procurements cannot be effected by formal adver- 
tising. This is especially true in the research and development of advanced 
weapons or scientific equipment, and we would not advocate the use of formal 
advertising in the procurement of such weapons or equipment in any case where 
its use would hinder or impair the national advancement in those areas. 

But we believe that use of the authority to negotiate should be carefully and 
discreetly exercised. The legislative history of the negotiation authority in the 
Armed Services Procurement Act indicates clearly that Congress intended the 
military departments should continue to make the great volume of their pur- 
chases and contracts by formal advertising. It was interded that this method 
would be used in all procurements in which it could reasonably be expected to 
give satisfactory results, even though circumstances might exist which would 
be sufficient, but less than essential, to negotiate under one or more of the 
“exceptions” to formal advertising set out in the act. We have no reason to 
believe that Congress has changed its views in this respect. However, if this 
objective is to be attained, we believe it will not only be desirable to amend the 
present statutory language to clearly state such objective, but it will also be 
necessary to provide for an effective review of decisions to negotiate in cases 
where the necessity of advisability of negotiation appears questionable. Such 
review can only be accomplished if the decision to negotiate is supported by 
detailed findings setting out the circumstances which make use of formal adver- 
tising impracticable, and if the reviewing agency is authorized to take corrective 
action where the recorded facts and circumstances do not support the decision. 

We recognize that the Department of Defense is now required, for contracts 
negotiated under exceptions (11) through (16), to support the decision to nego- 
tiate by a finding and determination. In our review of these findings and 
determinations we have noted that they are generally quite brief and do not 
provide enough information concerning the- circumstances relating to the pro- 
curement to clearly show the factors requiring the use of the authority to nego- 
tiate. These findings and determinations are now made final by the provisions 
of 10 U.S.C. 2310. A review of written findings by our office, for the purpose 
of obtaining corrective action, would therefore serve little or no purpose. 

We therefore believe the provisions of sections (a), (h), and (i) of this 
bill would materially assist in assuring that every supplier who is ready, will- 
ing, and able to supply defense needs will be given an equal opportunity to 
compete for such business. We therefore recommend favorable consideration 
of these portions of the bill. 

Section (b) of the bill would amend the authority to negotiate contracts dur- 
ing a period of national emergency, which is presently contained in section 
2304(a) (1), so as to limit its use to emergencies declared by the Congress and 
to the first 6 months of emergencies declared by the President. 

The present national emergency was declared by the President on Decem- 
ber 16, 1950, and section 2304(a)(1) is now being used primarily to negotiate 
three classes of contracts: First, unilateral set-asides for small business firms; 
second, set-asides for disaster and surplus labor area programs; and, third, 
experimental, development, test, or research work with other than educational 
institutions where the contract is over $2,500 but not more than $100,000. 

Since the present national emergency was declared by the President more 
than 9 years ago, enactment of section (b) of the bill would preclude use of 
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the national emergency negotiation authority for any procurement until a new 


emergency is declared by Congress or by the President. Section (d) of the. 


bill would therefore authorize the negotiation of small business, labor surplus 


area, or major disaster area procurements under section 2304(a) (17), while. 


section (j) of the bill would amend section 2311 so as to authorize the delegation 
of authority to negotiate contracts up to $100,000 for experimental, development, 
tests, or research work. 

We have no reason to disagree with the justification or necessity for negoti- 
ating these procurements. However, the fact that the present emergency has 


been prolonged more than 9 years, during which time the need to negotiate. 


these classes of procurements has continued to exist, would appear to raise some 
doubt as to whether the authority to continue their negotiation should depend 
upon the existence of a national emergency. We are therefore inclined to 
favor the enactment of specific permanent legislation such as is here proposed, 
to authorize negotiation of these classes of procurements. With such amend- 
ments it would appear that no present need for the use of the national emer- 
gency negotiation authority would exist. Consequently, to the best of our 
knowledge, the amendments proposed by sections (b), (d), and (j) would 
impose no present hardship on the military departments. The amendments 
would, however, retain the authority of the President to again invoke the 


national emergency negotiation authority in the event such need should arise 


during a period when Congress was not in session. 

We therefore favor enactment of these portions of the bill. 

Section (c) of the bill would amend section 2304(a) (14) so as to require an 
additional determination that formal advertising would result in excessive cost 
to the Government by reason of duplication of a substantial initial investment 
and that use of formal advertising might require duplication of such investment. 
During fiscal year 1959 over $7 billion, amounting to more than 27 percent of 
the total defense procurement dollars, were obligated by contracts negotiated 
under exception (14). The legislative history indicates that the authority in 
exception (14) was considered necessary because adherence to formal advertising 
procedures in the procurement of aircraft, missiles, radar, tanks, et cetera, 
would consistently result in the United States being 1 to 2 years behind latest 
developments. We agree that negotiation may be necessary and desirable in 
many instances involving procurement of these types of equipment, and that a 
substantial increase in leadtime which may be required by a contractor who 
must duplicate preparation already made by another contarctor would, in some 
cases, justify negotiation on a sole-source basis. 

However, merely because a substantial initial investment has already been 
made by one contractor, and such investment would have to be duplicated if the 
contract were awarded to a different contractor, does not, in our opinion, furnish 
sufficient justification for either failure to advertise or for negotiating on a sole- 
source basis. Where leadtime is a material factor we agree that authority to 
negotiate is necessary to protect the national security interest. But we see 
no real justification or necessity for failing to advertise, where leadtime is not 
a material factor, simply because such method might require duplication of 
investment, unless such duplication would result in excessive cost to the 
Government. We therefore agree with the amendment proposed in section (c) 
of the bill. 

Section (d) of the bill has already been covered in our previous comments. 

Section (e) of the bill is designed to require the conduct of written or oral 
discussions with a representative number of suppliers in all negotiated pro- 
curements where such negotiation might reasonably be expected to serve the 
interest of the Government. 

Once proposals are obtained under a negotiated procurement, it is our opinion 
that every effort should be made to take full advantage of opportunities for use 
of oral or written discussions with a representative number of bidders to assure 
that the price to be paid is truly competitive. This was the thinking of the 
Congress when the Armed Services Procurement Act was being considered. 

To illustrate this, I would like to read a very short statement from the 
House report on the bill which was later enacted as the Armed Services Pro- 
curement Act. I quote: 

“Procurement by negotiation as practiced by the services and industry consists 
of first securing informal quotations from as many sources as practicable, 
usually accompanied by breakdowns of elements of cost. Separate negotiations 
then usually begin with the lower bidders, in order to reduce the price by 
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eliminating or reducing unjustified charges. When the best possible agreement 
has been reached, an appropriate contract is awarded the successful firm. 
Experience has shown that by careful negotiation and by drafting a suitable 
contract it is frequently possible to secure substantial savings for the Govern- 
ment. Negotiation, properly employed, can promote and intensify competition.” 

Notwithstanding this statement in the history, the language of the original 
act contained nothing to indicate the meaning of “negotiation.” And the re 
vision of the act incorporated into the codification of section 2302(2), which 
defines “negotiate” as meaning “make without formal advertising” has served 
only to make the requirement for true negotiation, by written or oral discus- 
sion with bidders, more obscure. 

While no criteria are prescribed by law in this area, the Armed Services 
Procurement Regulation does set out certain standards. Thus, under para- 
graph 3-805 of the Armed Services Procurement Regulation, where one offeror 
submits a proposal which is clearly and substantially more advantageous to 
the Government, negotiations may be conducted ‘with that offerer only. Where 
several offerors submit offers which are grouped so that a moderate change in 
either the price or the technical proposal of any one would make it the most 
advantageous offer, the contracting officer should, but is not required to, 
negotiate with all offerors in the group. And in certain procurements, where 
a substantial number of clearly competitive proposals have been obtained and 
the contracting officer is satisfied that the most favorable proposal is fair and 
reasonably priced, and award may be made without discussion or negotiation 
with any offeror. 

It is our opinion that the authority to negotiate does not, of itself, warrant 
the curtailment of competition. Yet this may be the result where several 
proposals are received and the contracting officer decides to negotiate with 
only one offerer or to award a contract without discussion with any offerer. 
In such cases the contracting officer must base his evaluation of the contractor’s 
proposal on facts and information supplied by the proposed contractor and is 
not in a position to determine with any degree of certainty the reasonableness 
of estimated costs and proposed prices 

We believe the portion of section (e) of this bill which requires negotiation 
only with those bidders who submit proposals within a competitive range, will 
operate to require bidders to submit realistic proposals in the first instance and 
result in the Government receiving the benefits of additional competition. 

We therefore recommend favorable consideration of this provision. 

Section (f) of the bill is a technical change relating to the provisions of 
section (g). 

Section (g) would add a new subsection to section 2306 prohibiting the nego- 
tiation of contracts containing profit formulas or price redetermination provi- 
sions allowing the contractor increased fees or profits for cost reductions or 
target cost underruns resulting from causes other than those which the contractor 
can clearly demonstrate are due to his skill, efficiency, or ingenuity in per- 
forming the contract. 

Where sufficient reliable information is not ‘available to make it possible for 
the parties to negotiate fair and reasonable firm fixed prices, pricing clauses 
providing for adjustment of the price after cost and production experience have 
been gained should be used. 

One type of negotiated contract that has caused considerable difficulty in 
establishing fair and reasonable prices is the fixed-price-incentive type. This 
type of contract provides for the initial negotiation of an estimated target cost, 
target profit, ceiling price, and a final profit formula which provides for the 
contractor to participate in any savings resulting from reductions of costs below 
the target cost or in any losses from increases above target costs. Its objective 
is to give the contractor an incentive to reduce his cost of performance since 
his profit is increased thereby. 

Our audits have disclosed that some target prices have been excessive because 
of the negotiating parties’ failure to base target price estimates on current cost 
information available to the contractors or their suppliers. In certain instances, 
both the target prices and subcontract prices on which the target prices were 
based were excessive because prime contractors were either reluctant or failed 
to examine the cost records of their suppliers or they did not require submission 
of cost information in support of proposed prices. 

Under the fixed-price-incentive type of contract, when negotiated target costs 
are not forecast with reasonable accuracy, cost underruns may be due to the 
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initial overestimates of costs and not to the efficiency of the contractor. Thus, 
the additional profits paid to the contractor under the profit-sharing arrangement 
are in the nature of a windfall rather than earned profits. 

We therefore believe that Congress should consider the desirability of restrict. 
ing payment of incentive profits to a participation in those savings that result 
from actual accomplishments of the contractor, as contemplated by section (g) 
of the bill. 

Comments on the major effect of the amendments proposed by sections (h) 
and (i) of the bill were included in our discussion of section (a). Generally, 
these sections require written findings setting out facts and circumstances which 
clearly indicate or illustrate the correctness of determinations they support. 
Additionally, they would delete the present provisions of section 2310 which 
make certain of these determinations final, including determinations to use cost 
and incentive type contracts and to make advance payments. Since such dele- 
tions would operate to permit effective review of these determinations, we see 
no objection to their favorable consideration. 

Section (j) of the bill would increase from $25,000 to $100,000 the amount of 
contracts which may be negotiated by certain subordinate officials under see- 
tion 2304(a)(11). We have already commented favorably upon this amend- 
ment. Additionally, section (j) would eliminate the present authority of the 
head of an agency to delegate authority to determine, under section 2306(c), 
that a cost contract, a cost-plus-a-fixed-fee contract, or an incentive-type contract, 
would be likely to be less costly than any other kind of contract, or that it is 
inipracticable to obtain property or services of the kind or quality required except 
under such contract. 

The selection of the proper type of contract to be used in the procurement of 
defense needs is most important. Industry as well as Government contract 
negotiators have a definite interest in selecting the type of contract best suited 
for the particular product or service, taking into account the state of technical 
advancement and other factors. 

An area in which additional control would appear to be necessary and desirable 
is in the use of incentive-type contracts. The published statistics on cost and 
incentive-type contracts awarded by the military departments during fiscal year 
1959 indicate that such contracts totaled about 25,000. Of these, 6,480 were fixed- 
price-incentive-type contracts and 560 were cost-plus-incentive-fee-type contracts. 
From these statistics it is our opinion that a requirement for determinations by 
the head of an agency on all cost-type and incentive-type contracts may impose a 
burden upon those officials which is not commensurate with the benefits which 
may reasonably be expected. However, we do believe that additional control 
of this type in the use of incentive contracts would be desirable. We therefore 
suggest that the first sentence of section (j) of the bill be amended to read 
as follows : 

“The head of an agency may delegate, subject to his direction, to any other 
officer or official of that agency, any power under this chapter except the power 
to make determinations and decisions under clauses (11)—(16) of section 
2304(a), and to use incentive-type contracts under section 2306(cy.” 

Subject to this amendment, we believe the provisions of H.R. 12299 repre- 
sent necessary and desirable amendments to existing legislation. We therefore 
recommend favorable consideration of the bill. 


Mr. Wetcn. Mr. Chairman, this concludes our prepared statement. 
We will be glad to answer any questions. 

Mr. Vinson. Now, Mr. Courtney, read the first section of our bill 
and let’s see where there is any difference between the Department 
and the Comptroller. 

Section 2304 is amended to read as follows: 

Mr. Courtney (reading) : 

(a) Purchases of and contracts for property or services covered by this chap- 
ter shall be made by formal advertising in all cases in which the use of such 
method is feasible and practicable under the existing conditions and circum- 
stances. If use of such method is not feasible and practicable, the head of an 


agency, subject to the requirements for determinations and findings in section 
2310, may negotiate such a purchase or contract, if— 


And it continues on from there: 
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Now the Department commented upon the emphasis which this sec- 
tion, as proposed, gives to the form of bidding. And I think Mr. 
Welch is prepared to comment on that. ‘ 

Mr. Vinson. Let’s see. Now let’s see what the Department said, so 
every member can understand it. 

As a matter of fact, we are presently developing a revision to our Armed Serv- 
ices Procurement Regulation to prescribe such a requirement. 

Mr. Courtney. That is right. They offered no objection to the 
principles. ; 

Mr. Vinson (reading) : 

Therefore, subject to my subsequent comments on subsection (i) of the bill with 
respect to determinations and findings, the Department concurs in this subsec- 
tion. 

Mr. Courrney. Mr. Chairman, the Department did not want to 
accede to the finality or lack of finality or absence of finality of deci- 
sions which are referred to in this section and in the bill sppeering in 
section 2310. And with that reservation, the Department agreed to 
thesubstance of the amendment. i ; 

Mr. Vinson. Then the only issue is in reference to finality of the 
decision? Now let me read it. 

Purchases of and contracts for property or services covered by this chapter 
shall be made by formal advertising in all cases in which the use of such method 
is feasible and practicable under the existing conditions and circumstances. If 
use of such method is not feasible and practicable, the head of an agency, subject 
to the requirements for determinations and findings in section 2310, may nego- 
tiate such a purchase or contract— 

Now they have no objection, the Department, to that language? 

Mr. Courtney. With the exception of the provisions of 2310-—— 

Mr. Vinson. Later on? 

Mr. Courtney. Yes, sir, but it is referred to in this section. 

Mr. Vinson. Now (reading) : 

Subsection 2304(a) (1) is amended to read as follows: 

“(1) it is determined that such action is necessary in the public interest dur- 
ing a national emergency declared by the Congress or 6 months following a na- 
tional emergency hereafter declared by the president.” 

Now the Department objects to that language? 

Mr. Courrney. To the 6 months’ cutoff: 

Mr. Vinson. Thatis right. All right. 

Now: 

Subsection 2304(a) (14) is amended to read as follows: 


All right, we ought to pass on that. 

Mr. Courtney. Do you want, Mr. Chairman, to hear the Comptrol- 
ler’s expression on the reason for the 6 months? 

Mr. Vinson. Oh, yes. All right, let’s hear you comment on the 6 
months’ phase of it. 

Mr. Wetcu. All right, sir. Our comment on that begins on page 
4 of our prepared statement, at the middle of the page. 

Mr. Vinson. Yes. [Reading :] 

Section (b) of the bill would amend the authority to negotiate contracts during 
a period of national emergency, which is presently contained in section 2304 


(a) (1), so as to limit its use to emergencies declared by the Congress and to 
the first 6 months of emergencies declared by the President. 
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The present national emergency was declared by the President on December 
16, 1950, and section 2304(a)(1) is now being used primarily to negotiate three 
classes of contracts: First, unilateral set-asides for small business firms ; second, 
set-asides for disaster and surplus labor area programs; and, third, experimen. 
tal, development, test, or research work with other than educational institutions 
where the contract is over $2,500 but not more than $100,000. 

Since the present national emergency was declared by the President more 
than 9 years ago, enactment of section (b) of the bill would preclude use of the 
national emergency negotiation authority for any procurement until a new 
emergency is declared by Congress or by the President. Section (d) of the bill 
would therefore authorize the negotiation of small business, labor surplus area, 
or major disaster area procurements under section 2304(a) (17), while section 
(j) of the bill would amend section 2311 so as to authorize the delegation of 
authority to negotiate contracts up to $100,000 for experimental, development, 
test, or research work. 

We have no reason to disagree with the justification or necessity for negoti- 
ating these procurements. However, the fact that the present emergency has 
been prolonged for more than 9 years, during which time the need to negotiate 
these classes of procurements has continued to exist, would appear to raise 
some doubt as to whether the authority to continue their negotiation should 
depend upon the existence of a national emergency. We are therefore inclined 
to favor the enactment of specific permanent legislation such as is here pro- 
posed, to authorize negotiation of these classes of procurements. With such 
amendments it would appear that no present need for the use of the national 
emergency negotiation authority would exist. Consequently, to the best of our 
knowledge, the amendments proposed by sections (b), (d), and (j) would 
impose no present hardship on the military departments. 


All right, now we have the issue clear cut. 

Now, it looks like, to me—now, let’s see, they proposed an amend- 
ment in language, did they not ? 

Mr. Courtney. The Department. 

Mr. Vinson (reading) : 

It is determined that such action is necessary in the public interest during a 
national emergency hereafter declared by Congress or the President. 

Now, the only difference is that 6 months after the President de- 
clared a national emergency 

Mr. Courtney. It would terminate. 

Mr. Vinson. Unless Congress stepped in and declared a national 
emergency, it would die. 

Mr. Courtney. That is right. 

Mr. Vinson. And the Department proposes that after he declared 
a national emergency, irrespective of whether the Congress steps in, 
it continues to live. 

Mr. Courtney. That is right. 

Mr. Vinson. I think our approach to it is on far sounder ground. 
Because if Congress does not step in and declare a national emergency, 
then it is not considered, in the bey eega of Congress of such magni- 
tude as to warrant longer than what the statute says, 6 months. 

Mr. Courtney. Yes. 

Mr. Vinson. What comment have you to make, Mr. Kilday ? 

Mr. Kitpay. I was just wondering. The President has, under this 
language, unlimited power in determining what constitutes a national 
emergency, as I see it. 

So therefore, at the end of 6 months, couldn’t he declare another 
one, on the basis of the same determination as he had made before? 

Mr. Vinson. I would say yes, if you are asking the question of me. 
He can declare a national emergency and continue it on. 
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But I hesitate to think he would do so if Congress did not in that 
time, knowing that his national emergency would have expired in 
6 months—if Congress did not step in to give some strength to the 
continuation of a national emer ency. 

Mr. Courtney. Of course, this is a national emergency et 
and it affects the national emergency proclamation only to the extent 
that it would involve the right and the authority to negotiate con- 
tracts generally. 

Mr. Kitpay. That is true. 

Mr. Courtney. I mean the President could not be circumscribed, 
I would not think, by any limitation whatsoever from declaring na- 
tional emergency proclamation—making national emergency procla- 
mations. But as far as this relieving the Departments from the 
provisions of this procurement act that emergency could continue 
automatically no longer than 6 months. 

Mr. Kixpay. I don’t know that I object to the 6-month provision. 
I just want to make sure that we understand the reasons for it. 

And we have always had national emergency provisions, as long 
as I know, and with no time limitation on it. 

What is our purpose? To provide a time at which the matter 
should be reconsidered ¢ 

Mr. Courtney. So far as this Armed Services Procurement Act is 
concerned. 

Mr. Kizpay. As I understand, this applies only to procurement. 
Whereas, there are numerous laws giving powers in the event of 
national emergency, in every category. 

Mr. Courtney. Right. 

Mr. Kirpay. I realize that. 

Mr. Vinson. Well, it looks like, to me, from what the testimony 
is, that we would be warranted in agreeing to the language that we 
have put in the bill. Because that is clear, and we know exactly what 
we are doing. 

And if conditions arise by which the President feels he should ex- 
tend it and Congress does not step in the picture, I would say he 
had—of course, he has the authority. 

Mr. Wevcu. Mr. Chairman. 

Mr. Vinson. Yes, sir. 

Mr. Wetcu. This proposed amendment would not affect the dura- 
tion of a national emergency declared by the President. 

Mr. Kirpay. That is right. 

_ Mr. Wetcu. It could continue on beyond 6 months, of course. But 
it would affect the right of the military departments to negotiate 
contracts—for more than 6 months after that national emergency 
is declared. 

Mr. Vinson. That is right. It would keep the faucets of other 
statutes wide open, that govern when a national emergency is declared. 

But as far as this law is concerned, it would only be for 6 months. 

Mr. Weicu. Yes, sir. 

Mr. Vinson. Now, that is clear, and the record shows that is clear. 

Now, make your statement again, so we can quote it on the floor 
of the House if anybody asks. Go ahead and state it again. Ana- 
lyze what effect it would have on the general application of other 
matters beyond this bill. 
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Mr. Wetcu. Well, I said, Mr. Chairman, this amendment would 
not affect the duration of an emergency declared by the President. 
What it would affect would be the length of time that the military 
departments could use the negotiation authority after a national 
emergency was declared by the President. That length of time could 
not exceed 6 months. 

Mr. Vinson. Then the application of the 6 months only is to this 
law, the procurement statute. 

Mr. Wetcn. That is correct. 

Mr. Vinson. All right. 

Now, we all understand that. All right. 

Mr. Bates. But, Mr. Chairman. 

Mr. Vinson. Yes, sir. 

Mr. Bates. I think that summation is correct. 

And I think it is also true that now we have gone through a period 
of 9 years of continued emergency, which will probably continue to 
exist during our lifetime. 

Now, if there are only three particular areas that are used for this 
purpose, then it seems to me it should be in permanent law. And that 
is the purpose in section (d). 

Mr. Wetcu. We are making a permanent provision for the continu- 
ation of negotiation authority for these three areas elsewhere in the 
bill. 

Mr. Bares. And they are not using it in other respects now. 

Mr. Wetcu. That is correct. 

Mr. Bares. Then it seems to me that it should have a degree of 
permanency. 

Mr. Vinson. You mean in these three instances? 

Mr. Bares. In these three instances. 

Mr. Vinson. They are later on taken care of in the bill, and which 
does make it permanent. 

Mr. Bares. Therefore, there is no need for the general authority at 
the present time. 

Mr. Wetcu. Not at the present time. 

Mr. Bares. If we take care of these three. 

Mr. Vinson. Yes. 

Mr. Kitpay. Now, that is true, isn’t it, Mr. Welch, that that is the 
only thing that would be affected? 

In other words, the bare existence of a national emergency does not 
in any wise limit your power, the Comptroller General’s power, in pass- 
ing upon the legality of contracts, payments, and so on? 

Mr. Wetcu. Well, only to the extent that it permits negotiation, that 
is, could be used to permit negotiation of contracts which otherwise 
should be advertised. 

And of course we have more authority to question advertising pro- 
cedures than we do negotation procedures. 

Mr. Kitpay. So that the very existence of the national emergency 
does limit your power to step in, where an act is not in accordance with 
the provision of law? 

Mr. Wetcu. In that indirect manner. 

Mr, Courtney. Well, Mr, Chairman, and Mr. Kilday, let me ask a 
question. 
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If the powers of negotiating are exercised under section (1), which 
is the national emergency proclamation, then the requirements that are 
contained in many of the other sections, specifically (11) through (16), 
can be waived. 

By that, I mean that there are certain requirements for findings by 
the Secretary under exception (14). 

Mr. Kizpay. What Secretary! Which Secretary? The service 
Secretaries ? 

Mr. Courtney. The service Secretaries; yes. 

Now, there are some restrictions. Not many, it is true, but very 
important in some instances. 

This came up in connection with the award of a destroyer contract, 
which was done under section (1), the national emergency authority. 

Had the authority been that of exception (16) of the act, it would 
have required a specific determination and finding of the Secretary, 
himself. 

Now, thre are several other instances of that kind. 

The difference, then, is simply whether or not you comply with the 
specific exception to which the act or the negotiation will be normally 
subject, or whether you use section (1) and waive them completely. 

Mr. Kinpay. If you don’t have a national emergency in existence, 
the Comptroller General could step in and question the legality of the 
award? But with the existence of the national emergency, that power 
rests within the Secretary of the military department? Is that cor- 
rect or not ? 

Mr. Weicu. With the existence of the national emergency, the de- 
artments have more authority to negotiate than they otherwise would 
ave. Because this section, as it now stands, would permit negotiation 

in any case where the Department determined that it was in the na- 
tional interest to negotiate. 

Mr. Bares. But is is not being used for any other purpose. 

Mr. Wetcu. It is not being used. They have curtailed their use 
down to the three instances we referred to. 

Mr. Kinpay. That is just exactly the point I am trying to get at. 

Mr. Wetcn. Yes. 

Mr. Kitpay. They are not using it. 

But suppose in an individual case they just went ahead and used it 
ampray. Then you couldn’t step in, could you? 

Mr. Wetcn. That is the point. 

Mr. Kitpay. That is the point I have been trying to develop all 
along. 

Mr. Wetcu. It can be used. 

Mr. Bates. Mr. Chairman, on that point ? 

If the world situation should deteriorate more than it is, once this 
bill is enacted, then it will be necessary to pass or indicate there is an 
emergency if these other things which had been used under section (1) 
can then become legal ? 

Mr. Wetcu. Well, except they could accomplish the same thing 
under a national emergency declared by the President for the first 6 
months. 

Mr. Bates. Now wait. We havea national emergency. 
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Mr. Wetcu. This would say hereafter declared by the President or 
Congress. 

Mr. Bates. Well, we have a national emergency now. 

Mr. Wetcn. Yes. 

Mr. Bares. Now, say the situation gets a little bit more difficult, 
and somebody wanted to invoke the same type of provisions that we 
exercised before, in other types of cases other than these three, then 
it would be necessary for the Congress to act. 

Mr. Smart. The President. 

Mr. We cn. Unless the President declared a new national emer- 
gency—— 

Mr. Kirpay. For 6 months. 

Mr. Bates. What is the purpose of a new one? He already de- 
clared an emergency. 

Mr. Kixpay. If the law becomes law, it would be terminated in 6 
months. 

Mr. Bares. Would he declare one only for the purpose of this bill? 

Mr. Wetcu. I suppose he would. If he didn’t, Congress would 
have to, before this authority could be used. 

Mr. Bares. That is what you want, that Congress would have to 
declare an emergency. 

Mr. Wetcu. You are right. 

Mr. Vinson. Now, let’s take subsection 2304. It reads as follows: 

(14) the purchase or contract is for technical or special property that he 
determines to require a substantial initial investment or an extended period of 
preparation for manufacture, and for which he determines that formal adver- 
tising would result in excessive cost to the Government by reason of duplication 
of investment or would result in duplication of necessary preparation which 
would unduly delay the procurement of the property. 

Now, let’ssee. Read back section (14) as it is today. 

Mr. Courtney. Section (14), today, reads: 

The purchase or contract is for technical or special property that he determines 
to require a substantial initial investment or an extended period of preparation 
for manufacture and for which he determines that formal advertising and com- 
petitive bidding might require duplication of investment or preparation already 
made or would unduly delay the procurement of that property. 

Mr. Vinson. Now, what comment did the Department have to make 
in regard to it? 

Mr. Courtney. The comment of the Department had to do with the 
use of the word “result”’, on line 15. 

The Department would add the words “likely to result”. 

Mr. Kipay. Instead of “would”. 

Mr. Courtney. Instead of “would result”. 

Mr. Kipay. And substituting for “excessive” the word 
“additional”. 

Mr. Covurrney. And they would take the word “excessive” out and 
substitute the word “additional”. 

Mr. Vinson. “Additional”. 

What comment does the Comptroller have to that suggestion ? 

Mr. Wetcu. We would agree that the change to the word “addi- 
tional” from the word “excessive” is a beneficial change. 
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We would not object to the other change—that is, the change from 
“would” to “would be likely to”, because we do realize that there can 
be instances where they would not know for certain that—— 

Mr. Vinson. Mr. Courtney, you have the amendments that the 
Department suggested ¢ 

Mr. Courtney. Yes, sir. 

Mr. Vinson. Read them out, so we can put them in our bill. 

Mr. Courtney, They weren’t presented formally. I have interlined 


them in the bill. 


On line 15, page 2, after the word “would”, add the words “likely to 
result, in” “ strike the word “excessive” and substitute the word 
“additional”. 

Mr. Vinson. Now, does that meet the viewpoint of the Comptroller’s 
office ? 

Mr. Wetcu. Yes, sir, it does. 

Mr. Vinson. All right. 

Mr. Wetcu. I would like to add this, that while we realize that 
there are cases where they wouldn’t have any assurance that adver- 
tising would produce better or equal results, we do think that there 
could be some cases where that would not be true. But basically, we 
agree with these proposed changes. 

Mr. Vinson. All right. 

Now, take section (d). 

Before you read that, let’s read what the present law is. 

Mr. Courtney. The present law is—Exception (17) “Negotiation 
of the purchase or contract is otherwise authorized by law”. 

Mr. Wineon Now, let’s see what this says. 

Mr. Courrnry. This proposes— 
otherwise authorized by law, or when in furtherance of small business, labor 
surplus area, or major disaster area programs, the agency head determines that 
supplies or services are to be procured from small business concerns, from 
concerns which will perform the contracts substantially within labor surplus 
areas as determined by the Secretary of Labor, or from concerns which will 
perform the contracts substantially within areas of major disaster as determined 
by the President. 

Mr. Vinson. All right. 

Now, there was a suggested amendment by Mr. Huddleston when we 
were discussing this. Now, what is his amendment? 

Mr. Courtney. That is on page 3, line 1, after the word “concerns” 
add the words “as determined by the Administrator of the Small 
Business Administration”—this is the legal designation, Mr. Huddle- 
ston—comma “from concerns”, and the paragraph continues. 

In other words, the determination of the small business concern 
would be made by the Administrator of the Small Business Adminis- 
tration. 

Mr. Vinson. I understand. 

You have three determinations: small business determinations, Sec- 
retary of Labor determinations, and Presidential determinations. 

Mr. Courtney. Yes, sir. 

Mr. Vinson. Now, any comments from you, Mr. General Counsel? 

Mr. Wetcu. No, sir. We think that would be a beneficial change. 
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Mr. Vinson. All right. 

Mr. Bares. Well, “as determined by the Small Business Adminis. 
tration” 

Mr. Sanpwee. By the Administrator of the Small Business Admin- 
istration. 

Mr. Vinson (reading) : 


As determined by the Administrator of the Small Business Administration, 


Mr. Bares. Doesn’t the Department of Commerce also promulgate 
a list which indicates what small business is? 

Mr. Wexcu. I don’t believe so. 

Under the law, the Small Business Act, the Small Business Admin- 
istrator has the authority to determine who is and who is not small 
business, and his determination is conclusive under the law. 

Mr. Bares. Now, that is in varied degree, depending upon the 
particular industry. 

Mr. Wexcu. Yes. 

Mr. Bares. Or is that the 500 figure? 

Mr. Courtney. No. 

Mr. Wetcu. Well, there are several factors they take into considera- 
tion: the number of employees, the question of whether or not a 
"agian business is dominant in its industry, and factors such as 
that. 

Mr. Vinson. Could he— 

Mr. Bares. Let me finish that line of questioning, Mr. Chairman, to 
make certain. 

I saw the figures at the Department of Commerce, but—they might 
have been compiled and established by the Small Business Adminis- 
tration. But they use the figure 500, and also this graduated scale, 
depending upon the type of business. 

Mr. We cu. Yes. 

Mr. Bares. Small Business does all of that ? 

Mr. Wetcn. Yes. 

Mr. Bares. All right. 

Mr. Vinson. Now, for the record, will you put in the record what 
the Administrator of Small Business determines and classifies as 
small business ? 

Mr. Wetcu. We will be glad to furnish that information, Mr. 
Chairman. 

Mr. Vinson. Put that in the record, and what you determine, be- 
cause you have a voice in it. 

Of course, do you find yourself in complete accord with the deter- 
mination of the Administrator ? 

Mr. We cu. I think, as a matter of law, Mr. Chairman, we have 
no authority to question his determination. 

Mr. Vinson. All right, then you follow his determination? 

Mr. Wetcu. Yes, sir. 

Mr. Vrnson. Then you put it in the record now, so we will try to 
get some record somewhere as to what constitutes smal] business. 

Mr. Bates. That is right. 

Mr. Vinson. We have this 500 in each individual plant, and every- 
thing. It should have been defined by law a long time ago. It has 
never been defined. 
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Mr. Wetcn. Excuse me. There is a definite formula or regulation 
now which sets out these factors, and we will furnish that information. 

Mr. Vinson. All right, good. 

(The information requested is as follows :) 


[Rev. 1] 
Part 121—SmMatzt Bustness S1zE STANDARDS 


The Small Business Size Standards (28 F.R. 10514), as amended (24 F.R. 
1246) is hereby rescinded in its entirety and the following is substituted in lieu 


thereof : 


121.3 ratutory provisions. 


urpose. 
121.3-2 Definition of terms. 
121.38-3 Organization. 
121.3-4 Application for size determination and Small Business Certificate. 
121.3-5 Protest of small business status. 
121.38-6 ———. 
121.8-7 Differential for Alaska. 
121.3-8 Definition of small business for Government procurement. 
121.3-9 Definition of small business for sales of Government property. 
121,3-10 Definition of small business for SBA business loans. 
121.8-11 Definition of small business for investment companies. 


ep alah § § 121.3 through 121.3—11 issued under Pub. Law 85-536 sec. 5, 72 Stat. 


$121.8 Statutory provisions 

Src. 3. For the purposes of this Act, a small business concern shall be deemed 
to be one which is independently owned and operated and which is not dominant 
in its field of operation. In addition to the foregoing criteria the Adminis- 
trator, in making a detailed definition, may use these criteria, among others: 
Number of employees and dollar volume of business. Where the number of 
employees is used as one of the criteria in making such definition for any 
of the purposes of this Act, the maximum number of employees which a small 
business concern may have nuder the definition shall vary from industry to 
industry to the extent necessary to reflect differing characteristics of such 
industries and to take proper account of other relevant factors. 

* aa - *” * * . 

Sec. 8(b) It shall also be the duty of the Administration and it is hereby 
empowered, whenever, it determines such action is necessary— 

(6) To determine within any industry the concerns, firms, persons, corpora- 
tions, partnerships, cooperatives, or other business enterprises which are to 
be designated “small business concerns” for the purpose of effectuating the 
provisions of this Act. To carry ort this purpose the Administrator, when 
requested to do so, shall issue in response to each such request an appropriate 
certificate certifying an individual concern as a “small business concern” in 
accordance with the criteria expressed in this Act. Any such certificate shall 
be subject to revocation when the concern covered thereby ceases to be a 
“small business concern.” Offices of the Government having procurement or 
lending powers, or engaging in the disposal of Federal property or allocating 
materials or supplies, or promulgating regulations affecting the distribution 
of materials or supplies, shall accept as conclusive the Administration’s deter- 
mination as to which enterprises are to be designated “small business concerns,” 
as authorized and directed under this paragraph. 


§121.3-1 Purpose 

This regulation establishes criteria and procedures to define and determine 
which concerns are “small business concerns” within the meaning of the Small 
Business Act, as amended (hereinafter referred to as the “Act”). 


$121.3-2 Definition of terms 

(a) “Affiliates :” Business concerns are affiliates of each other when either 
directly or indirectly (1) one concern (other than an investment company 
licensed under the Small Business Investment Act of 1958 or registered under 
the Investment Company Act of 1940, as amended), controls or has the power 
to control the other, or (2) a third party (other than an investment company 
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licensed under the Small Business Investment Act of 1958 or registered under 
the Investment Company Act of 1940, as amended), controls or has the power 
to control both. In determining whether concerns are independently owned 
and operated and whether or not affiliation exists, consideration shall be given 
to all appropriate factors including common ownership, common management 
and contractual relationships. 

(b) “Annual sales or annual receipts” means the annual sales or annual 
receipts of a concern and its affiliates during its most recently completed fiscal 
year. 

(c) “Crude-oil capacity” means the maximum daily average crude through- 
put of a refinery in complete operation, with allowance for necessary shutdown 
time for routine maintenance, repairs, etc. It approximates the maximum daily 
average crude runs to stills that can be maintained for an extended period. 

(d) “Certificate of competency” means a certificate issued by SBA pursuant 
to the authority contained in section 8(b) (7) of the Act stating that the holder 
of the certificate is competent as to capacity and credit, to perform a specific 
Government procurement or sales contract. 

(e) “Concern” means any business entity, including but not limited to, an 
individual, partnership, corporation, joint venture, association, or cooperative. 

(f) “Contracting Officer” means the person executing a particular contract 
on behalf of the Government, and any other employee who is properly designated 
Contracting Officer; the term includes the authorized representative of a Con- 
tracting Officer acting within the limits of his authority. 

(g) “Nonmanufacturer” means any concern which in connection with a specific 
Government procurement contract, other than a construction or service contract, 
does not manufacture, produce, or furnish the products or services required 
to be furnished by such procurement. Nonmanufacturer includes a concern 
which can furnish the products or services referred to in the specific procure- 
ment but does not manufacture, produce, or furnish such products or services in 
connection with that procurement. 

(h) A concern is “not dominant in its field of operation” when it does not 
exercise a controlling or major influence in a kind of business activity in which 
a number of business concerns are primarily engaged. In determining whether 
dominance exists, consideration shall be given to all appropriate factors in- 
cluding volume of business, number of employees, financial resources, competitive 
status or position, ownership or control of materials, processes, patents and 
license agreements, facilities, sales territory, and nature of business activity. 

(i) “Number of employees,” except as SBA otherwise determines in a par- 
ticular industry or part thereof, means the average employment of any concern 
and its affiliates based on the number of persons employed during the pay period 
ending nearest the 15th day of the third month in each calendar quarter for the 
preceding four quarters. If a concern has not been in existence for four full 
calendar quarters, “number of employees” means the average employment of 
such concern and its affiliates during the period such concern has been in exist- 
ence based on the number of persons employed during the pay period ending 
nearest the 15th day of each month. 

(j) “Small Business Certificate” means a certificate issued by SBA pursuant 
to the authority contained in sections 3 and 8(b) (6) of the Act certifying that 
the holder of the certificate is a small business concern for the purpose of Gov- 
ernment procurement and in accordance with the terms of the certificate. 

(k) “United States” as used in this regulation includes the several States, 
the Territories and possessions of the United States, the Commonwealth of Puerto: 
Rico, and the District of Columbia. 


§121.3-3 Organization 

(a) Size determinations and the related activities authorized by sections 3 
and 8(b) (6) of the Act is administered through the Office of Economic Adviser, 
Small Business Administration, Washington 25, D.C. The Director of this 
Office is responsible for recommending size standards, issuing Small Business 
Certificates, and making size determinations on original applications and upon 
appeals. In addition, the SBA Regional Directors may make certain siz 
determinations as set forth in this part. 

(b) An application for a size determination or Small Business Certificate shall 
be submitted to SBA in accordance with the regulations contained in this part. 


§121.3-4 Application for size determination and Small Business Certificate 


(a) An application for a size determination or Small Business Certificate shall 
be submitted on SBA Form 355, in triplicate, to any SBA field office serving the 
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area in which the applicant is located. The application must be complete and 
any’ supporting materials must be attached thereto, Detailed instructions on 
filling out application Form 355 are attached thereto. 

(b) Completed SBA Forms 355 involving requests for Small Business Certifi- 
cates or questions of dominance shall be reviewed by the Regional Director and 
Regional Counsel to develop additional facts, if necessary, and then shall be 
forwarded, without action, to the Office of Economic Adviser. All Small Busi- 
ness Certificates and determinations on questions of dominance will be issued 
by the Office of Economic Adviser. 

(c) Completed SBA Forms 355 involving questions of affiliation shall be re- 
viewed by the Regional Director and Regional Counsel in order to develop addi- 
tional facts, if necessary, and said Regional Director may issue determinations 
on the applications or may request that such determination be made by the 
Office of Economic Adviser. 

(d) Completed SBA Forms 355 which are submitted for a determination as to 
whether the requirements of § 121.3-8 (a) or (b), § 121.3-9, or § 121.3-10 have 
been met, shall be reviewed by the Regional Director and Regional Counsel. 
If it is clearly shown that the applicant meets such requirements and if the size 
status of the concern is not being questioned, the Regional Director may issue 
the necessary determinations including advice to the applicant that it may rep- 
resent that it is a small business on Government bidding forms in accordance 
with § 121.3-8(d) or § 121.3-9(c). 

§ 121.8-5 Proteus small business status. 

(a) Any Contracting Officer, bidder or offerer may, prior to award, question the 
small business status of the apparently successful bidder or offerer by sending a 
written protest to the SBA Regional Director for the region in which the appar- 
ently successful bidder or offerer has its principal place of business. Such pro- 
test shall contain a statement of the basis for the protest and the facts neces- 
sary to support the protest. The Regional Director shall promptly notify the 
Contracting Officer of the date such protest was received and will advise the 
bidder in question that its size status is under review. 

(b) SBA will, within ten days, if possible, after receipt of a protest, investigate 
and determine the small business status of the apparently successful bidder 
and notify the Contracting Officer, the protester, and the apparently successful 
bidder of its decision. 


$121.3-6 Appeals 

Any Contracting Officer, bidder or offerer, who has questioned the small busi- 
ness status of a concern pursuant to § 121.3-5, or any concern which has been 
denied small business status by SBA may appeal a size determination by filing an 
appeal with the Director, Office of Economic Adviser, Small Business Adminis- 
tration, Washington 25, D.C. The appeal must be in writing, signed by the 
applicant, or its authorized representative, and shall contain the basis therefor, 
together with any new supporting facts. 


$121.38-7 Differential for Alaska 

If the applicant for a size determination is a concern located in Alaska, then, 
whenever “annual sales or annual receipts” are used in any size definition 
contained in this part, said dollar limitation shall be increased by twenty-five 
percent (25%) of the amount set forth therein. 


$121.8-8 Definition of small business for Government procurement 


(a) Small business definitions. A small business concern for the purpose of 
Government procurement is a business concern, including its affiliates, which is 
independently owned and operated, is not dominant in its field of operation and 
can further qualify under the following criteria : 

(1) General definition. Any business concern (not otherwise defined in this 
section) is small if: (i) Its number of employees does not exceed 500 persons or 
(ii) it is certified as a small business concern by SBA. 

(2) Construction industry. Any business concern in the construction industry 
is small if its average annual receipts for the preceding three fiscal years do not 
exceed $5,000,000. 

(3) Food canning aod preserving industry. Any business concern in the food 
canning and preserving industry is small if its number of employees does not ex- 
ceed 500 persons exclusive of agricultural labor as defined in subsection (k) of the 
Federal Unemployment Tax Act, 68A Stat. 454, 26 U.S.C. (I.R.C. 1954) 3306. 
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(4) Petroleum refining industry. Any business concern in the petroleum re- 
fining industry is small if its number of employees does not exceed 1,000 persons 
and it does not have more than 30,000 barrels-per-day crude-oil capacity from 
owned and leased facilities. 

(b) Definition of a small business non-manufacturer. Any concern which sub- 
mits a bid or offer in its own name, other than a construction or service contract, 
but which proposes to furnish a product not manufactured by said bidder or 
offerer, is deemed to be a small business concern when: 

(1) It is a small business concern within the meaning of paragraph (a) of 
this section, and 

(2) In the case of Government procurement reserved for or involving the 
preferential treatment of small businesses or one involving equal bids, such 
non-manufacturer shall furnish in the performance of the contract the products 
of a small business manufacturer or producer which products are manufactured 
or produced in the United States: Provided, however, If the goods to be fur- 
nished are wool, worsted, knitwear, duck, webbing and thread (spinning and 
finishing), non-manufacturers (dealers and converters) shall furnish such prod- 
ucts which have been manufactured or produced by a small weaver (small 
knitter for knitwear) and, if finishing is required, by a small finisher. 

(c) Small Business Certificates. Any concern employing more than 500 per- 
sons but not more than 1,000 persons engaged in an industry or a field of opera- 
tion characterized by a large number of employees, may apply to the SBA field 
office nearest to such concern’s principal place of business for a Small Business 
Certificate in accordance with the requirements of § 121.3-4. Small Business 
Certificates may be issued to such concerns if it is determined by SBA that the 
applicant, together with its affiliates, is a small business in its industry or field 
of operation and the issuance of such a certificate would be in accordance with 
the intent and purpose of the Act. The holder of such certificate will then qual- 
ify subject to the terms of the certificate as a small business concern for Govern- 
ment procurement purposes. Whenever a Small Business Certificate is issued by 
SBA the industry or field of operation of the concern so certified shall be published 
in Schedule B of this part. 

(d) Self certification by a small business. In the submission of a bid or 
proposal on a Government procurement, a concern which meets the criteria of 
paragraph (a) or (b) of this section may represent that it is a small business. 
In the absence of a written protest, such concern shall be deemed to be a small 
business for the purpose of the specific Government procurement involved. 


§ 1213-9 Definition of small business for sales of Government property. 

(a) General definition. [Reserved] 

(b) Sales of Government-owned timber. (1) In connection with the sale of 
Government-owned timber a small business is a concern that : 

(i) Is primarily engaged in the logging or forest products industry ; 

(ii) Is independently owned and operated ; 

(iii) Is not dominant in its field of operation ; and 

(iv) Together with its affiliates employs not more than 100 persons. 

(2) Any concern which submits bids or offers for the purchase of Government- 
owned timber in its own name but which proposes to resell such timber in the 
form of logs, bolts, pulpwood or similar products is a small business concern only 
when: 

(i) It is a small business concern within the meaning of subparagraph (1) 
of this paragraph, and 

(ii) In the case of Government sales reserved for or involving the preferen- 
tial treatment of small businesses, such purchase is not financed by or through 
a concern which is not small within the meaning of § 121.3-8 or, if the purchase 
is financed by a business in the forest products industry, this section. 

(c) Self certification of a small business. In the submission of a bid or pro- 
posal for the purchase of Government-owned property, a concern which meets 
the criteria of paragraph (b) of this section, may represent that it is a small 
business. In the absence of a written protest, such concern, shall be deemed 
to be a small business for the purpose of the specific Government sale involved. 
§ 121.3-10 Definition of small business for SBA business loans. 

A small business concern for the purpose of receiving a SBA business loan 
is a business concern, including its affiliates, which is independently owned and 
operated, is not dominant in its field of operation and can further qualfy under 
the following criteria : 
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(a) Certificate of competency. A concern which has been issued a certificate of 
competency is a small business concern for the purpose of a SBA business loan. 

(b) Construction. Any concern primarily engaged in construction is small if 
its average awnual receipts are $5,000,000 or less for the preceding three fiscal 
years. 

(c) Food canning and preserving industry. Any concern primarily engaged 
in the food canning and preserving industry is small if its number of employees 
does not exceed 500 persons exclusive of agricultural labor as defined in subsec- 
tion (k) of the Federal Unemployment Tax Act, 68A Stat. 454, 26 U.S.C. (1.R.C. 
1954) 3306. 

(d) Manufacturing. Any manufacturing concern is classified : 

(1) Assmall if it employs 250 or fewer employees; 

(2) As large if it employs more than 1,000 employees ; 

(3) Either as small or large, depending on its industry and in accordance with 
the employment size standards set forth in Schedule “A” of this part, if it em- 
ploys more than 250 but not more than 1,000 employees. 

(e) Retail. Any retail concern is classified : 

(1) Assmall if its annual sales are $1,000,000 or less ; 

(2) As small if it is primarily engaged in making retail sales of groceries and 
fresh meats and its annual sales are $2,000,000 or less ; 

(3) As small if it is primarily engaged in making retail sales of new or used 
motor vehicles and its annual sales are $3,000,000 or less. 

(f) Service trades. Any service trades concern is small if its annual receipts 
are $1,000,000 or less except that any hotel or power laundry is small if its annual 
receipts are $2,000,000 or less. 

(g) Taxicabs. Any taxicab concern is small if its annual receipts are $1,000,- 
000 or less. 

(h) Trucking and warehousing. Any trucking and warehousing (local and 
long distance) concern is small if its annual receipts are $3,000,000 or less. 

(i) Wholesale. Any wholesale concern is small if its annual dollar volume of 
sales is $5,000,000 or less. Any wholesale concern also engaged in manufactur- 
ing is not a “small business concern” unless it so qualifies under both the manu- 
facturing and wholesaling standards. 

(j) Other standards. If a concern is engaged in the production of a number 
of products or the providing of .a variety of services which are classified into 
different industries, the appropriate standard to be used is that which has been 
established for the industry or activity in which it is primarily engaged. If 
no standard for an industry or activity has been set out in this regulation, a 
concern seeking a size determination should submit SBA Form 355 to the SBA 
field office serving the area in which the applicant is located. 


§ 1213-11 Definition of small business for investment companies. 


See § 107.103—1 of this chapter. 
This regulation shall become effective on May 22, 1959. 


SCHEDULE A—Employment size standards pursant to § 121.3-10(d)(8) 











Census 5 ‘ 

Classifi- Industry Employment size standard (number of 

cation employees) ! 

Code 
APPAREL AND RELATED PRODUCTS 

See.) APOIO BM OR ion. onc nonce cascasseicesesacseces ober i p cis a Bea SORE Sane SE 
rT CL DS! fous dahl aocdcockaaecacsecccaceceaoadse Sr. 
REE IS MR BD re eS euaGasenieeonnosicese 
I i eo OE a aa amines biases 


I I oh aa canta cooe REN 
2386 | Clothing, sheep-lined and leather __- Suesmceass 
2329 | Clothing, men’s and boys’, n.¢.c_.......-..-..---- 
2363 | Coats, children’s. -...-.......---- —— 
2342 | Corsets and allied garments ots : 
2301 | Curtains and draperies. ........--...-..----.-.---. = 
eee re 
EE ES ee Reet ee 

Sn Se ee aa anc ccccccseetecccct's 
2398 | Embroideries, except Schiffli__.........-....-..-- 
2397 | Embroiderics, Schiffli-machine----..-......--- 


























Se a ES 8 ee eee Wudted te irosersswawewwn » ag ly eS pa he wrt hae, SL Din ate 
ST CE BOs pon rans pssapecvsewessececcucoud oo | LS op a et, A 
Bee + SE OSs 0. 255 oon a cee ees WOO Nona naduactsauuaseete Peieues non 


See footnotes at end of table, p. 6120. 
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ScHEDULE A—F'mployment sige standards pursuant to § 121,3-10(d)(3)—Continued 




































See footnotes at end of table, p. 6120. 














Census 
Classifi Industry Employment size standard (number of 
cation employees) 
Code 
APPAREL AND RELATED PRODUCTS—continued 
Handkerchiefs ; dee tihlatiw win driven weaakteed 250 x 
Hat and cap materials 250 
Hats, cloth, men’s and boys’... .. 250 
House furnishings, n.e.c. 250 
Millinery |) =e 
2323 | Neckwear, men’s and boys’ a buewsdtbetah 250 
3% Neckwear and scarfs, women’s... . ....- a 250 
2385 | Outer garments, waterproof... 250 
2369 | Outerwear, children’s, n.e.e 250 
2339 | Outerwear, women’s, n.e.¢ 20 
2384 | Robes and dressing gowns 250 
2321 | Shirts, dress, and sanauntieeasion men’s. 250 
2328 | Shirts, work - ; rr 250 
2312 | Suit and coat findings - 250 
2311 | Suits and coats, men’s and boys’ ; 250 
2337 | Suits, coats, and skirts, women’s. . .. 250 
2883 | Suspenders and garters di 250 
2300 | Textile products, fabricated, n.e.c.._. 250 
2396 | Trimmings and art goods 250 
2827 | Trousers, separate 250 
2395 | Tucking, pleating and he mstitching Ss 250 
2322 | Underwear, men’s and boys’ 250 
2341 Underwear, women’s and children’s. 250 = ve 
CHEMICALS AND ALLIED PRODUCTS 
ae ON a fdaavatetikechmhusethas sheeals 500 |. 4 
SONS | see Be INES k Sac dénnsebsccmnncieseseesis ‘ Jednwbbilicbehawaie 
2831 | Biological products... 56-35.) bide hone ce ee eebs 250 |.... ise 
2895 | Carbon black. anh inpritinithnate désteall . BE) (Oh aS ES 750 
2899 | Chemical produc ts, DIN Go hcsea den hb kkonummen OP Snbdadac awe tecen 
2842 | Cleaning and polishing products re ets | 500 
2852 | Color pigments, inorganic : Samaras satiwbneiint one oe 
2822 | Colors, organic, and intermediates..................-- aE) | ict oe - 
2821 Cyclic (coal- rad Seo ce baeauthevGunkneces ee (a ae 
2826 | Explosives... mae pitied dad ls steicdecdl sabe wetalane 
71 | Fertilizers ....- ee Sea 
2872 | Fertilizers (mixing only)....- NE PE cal arly ee 
Ry Oe Se eee PSS. 
2896 | Gases, compressed and liquefied... re 
eee ee ee eee 
2386 | Grease and tallow.....-------------- 
ee aa eee 
2861 | Hardwood distillation ........... 
ee eee eee pédkentiddodded 
2819 Inorganic chemicals, industrial, oo a aialat Seeman IE 
2897 | Insecticides and fungic ides... 
2833 | Medicinal chemicals, inc luding botanicals _- 
2881 | Oil mills, cottonseed 
2882 | Oil mills, 0 ES es ora 
2883 | Oil mills, soybean... Pe lily 
2884 | Oil mills, vegetable, Piicicwcmbiuresahaccmacanmage > MM Gaucncomsan 
2889 | Oils, animal, N.€.¢ pubadsbanresiwass gf SEER i eS ls 
2843 | Oils ‘and assistants, aE ae RR EE fh OE 3 SSS 
es ee ei naeret wenbanive sates wniwesis |S as Fe 
2829 Organic CUIUSCNEs, UNCUSTTAL, 11.0)0....... nc cccncccccccicccoes ca ine “ 
2851 | Paints and varnishes = Sa Se  } Pee San 
2834 | Pharmaceutical preparations 3. ee a Cape fa RES) eae pe cree. | Da dy sae 7E 
2823 ga materials and elastometers, except synthetic 
Stl achonaitdinibeninethinedbetehonceseiencd 
2824 es synthetic. 
2898 : 5 
2841 ae and ‘glycerin. 
2862 | Softwood distillation. ............. 
gp. Pe eee 
2865 | Tanning and dyeing materials... 
2893 | Toilet preparations...............- 
Se | PVEIMEES GE MII. oon caine ncnencoun eaakeaieanadeda 
ELECTRICAL MACHINERY 
eo 8 dl eee ee 
3692 | Batteries, primary (dry and wet)...- 
3691 | Batteries, storage.........-...-.. i vg 
3612 | Carbon and graphite products....... 
3669 | Communication equipment, n.e.c- -- 
3616 | Control apparatus, electrical... ._- 2: 
SEED 1 TAOCHIONT PYOGEO, DAL... 2c ne cose cccccccccossccccccccees 
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ScuepvULe A—F'mployment size standards pursuant to § 121.8-10(d)($)—Continued 


SL 



























































Census 
Classifi- Industry Employment size standard (number of 
cation employees) ! 
Code 
ELECTRICAL MACHINERY—continued 
9641 | Engine electrical equipment... .... salad agemmaintiaae 
$619 | Industrial apparatus, electrical, n. "ED SNES SR 
2651 | Lamps, electric (bulbs)...............-.-..-.-.- = 
3613 | Measuring instruments, electrical............ a 
Sie) DEOROTS OG GERITONONE, cnnccccccescccccnncccsseece 
3663 | Phonograph records siGuaianbauwantaas 
3661 | Radios and related products... Seasdsene 
3664 | Telephone and telegraph equipment. edananetonde 
615 | Transformers pas calienabeat 
9662 | Tubes, electronic paaoet 
3617 Welding apparatus, electrical. 
3631 | Wire and cable, insulated. . 
3611 | Wiring devices ‘and supplies - ? 500 
3603 | X-ray and therapeutic apparatus. 500 
FABRICATED METAL PRODUCTS 
#491 | Barrels, drums and pails, metal......... vite isaamii 500 
$443 | Boiler shop products 250 |.... 
3404 | Bolts, nuts, washers and rivets renew 500 
$421 | Cutlery 500 
3442 | Doors, sash and trim, metal 250 
3465 | Enameling and lac neal nn rf 250 
3467 | Engraving on meta’ SR Es CO RE, CAE Pe 
3424 | Files os . yy eS ae 
3497 | Foil, metal ee 500 warts 2 
3466 Galvanizing 5 ae 250 . 
3429 | Hardware, n.e.c GOW Eccncconnualtsnonsucatiie waste 
3439 | Heating and cooking equipment, n.e.c 500 ee 
3471 | Lighting fixtures | i _——_ "i 
3499 | Metal products, fabricated, n.e.c_ - ‘ 250 Ful 
3481 | Nails and spikes 500 
3468 | Plating and polishing... 250 = 
3431 | Plumbing fixtures and fittings 500 fe 
3492 | Safes and vaults 500 = 
3425 | Saws and saw blades, “hand. 250 ‘ 
3495 | Screw-machine products. . 250 a 
3444 | Sheet-metal work... 250 =e 2% : 
3463 | Stampings, metal_. 250 a am 
3493 | Steel springs. . 500 c. 
3441 | Structural and ornamental products 250 a = 
#11 | Tin cans and other tinware.....,..-. ~~... ..----e enn nn|ewnnew nen |enneeee 1, 000 
3422 | Tools, edge... _-. pustaieet 250 ‘ bs ie 
3423 | Tools, hand, n.e.c. - - 250 % a 
3496 | Tubes, collapsible 250 i % 
3461 | Vitreous-enameled pee. 250 ‘3 
$489 | Wirework, n.@.c__.......-- eS Te 250 Ee 
FOOD AND KINDRED PRODUCTS 
2042 | Animal feeds, prepared. _........- 250 uiudadinoiaenane - 
2082 | Beer and ale... 500 : be 
2052 | Biscuits, crackers and pretzels EE = hs 760 Se 
2051 | Bread and other bakery products...........-....-..- 250 : ; a 
2021 | Butter, creamery. -..........- = as 250 bey Mek a SR 
2043 | Cereal breakfast foods. ..--- siawbesewshcs ; : ty Ce Mi 
2022 | Cheese, natural. ied | |) Se: SRS Se 
2078 Chewing gum... iibuobbabakennuby a 4 Ee .. 
2072 | Chocolate and cocoa Products suieaneue neue Wiesel = Py RS, SER SS 
een | CEE SHOUD so. noc ccccccaaceseneccnsascce 250 |. Bree LS | eee 
2004 | Corn wet milling. piipetenmetiad BEC: 6 
2025 | Dairy products, special. 
2032 ogee ata ; eee 
2095 1 phon maak vars kobe 
ig 0 ae ee 
2045 | Flour mixes. ....... iieabancenusee 
2099 | Food preparations, miscellaneous, n.¢.¢...-.---------- , an soliinwabeewee : ti 
2033 | Fruits and vegetables, canned .............-.--------- ascmasamee 500 
2034 | Fruits and vegetables, dehydrated... peso phe abkn teense ian 500 |. 
2037 | Fruits and vegetables, frozen..........----------- ) 500 
2007 | Ice, manufactured............-------- RT cecakakad 
2024 | Ice cream and ices...........--------- pg ~ 
2091 ong ae Piseteuen “von 500 
ae > Cl ———eaee Se 
2008 | Macaroni and spaghetti.............--.------------ 
2083 bate GEN aes 
aoe | Margarine. ..........2--<2-2.--- ree 
2011 | Meat soaing ian witeamenenans 
eS eee ee 


See footnotes at end of table, p. . 6120. 
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SCHEDULE A—F mployment size standards pursuant to § 121.8-10(d)($)—Continued 





Census 


cation 
Code 


Industry 





Employment size standard (number of 
employees) ! 





FOOD AND KINDRED PRODUCTS—continued 


2027 Milk’ fluid, and Loar dairy products........ 
Pickles and sau 


Seafood, cans 
2036 | Seafood, 1 


ed. 
2092 Shortening an cooking oils............ 
2081 | Soft drinks, bottled...............-.--. 
2063 | Sugar, " icceraahitadchag acdc cmnenb-acomn 


2062 | Sugar, refining, cane 


2084 Wines and A Re ere ch ciain ioe iweb bess 


FURNITURE AND FIXTURES 


2599 

2511 | House furniture, wood, not upholstered..... 
2514 | Household furniture, metal acpmabaniauacnes 
2519 | Household furniture, n 
2512 | Household furniture, spheisered.. 
2515 | Mattresses and bedsprings 


2522 

2521 | Office furniture, wood... 
2541 | Partitions and fixtures. 
2532 | Professional furniture_..... 
2531 | Public building furniture_. 
2591 | Restaurant furniture. _---.-. 
2561 | Screens, window and door---- 
Shades, window._.._.......-- 


2562 
ne 2 WO ra do en camannon 


INSTRUMENTS AND RELATED PRODUCTS 


3843 | Dental equipment and supplies... .......-.-....- 
3821 perce A instruments, mechanical. ---.........- 


3851 | Ophthalm 


cg 
3831 | Optical Mentnenis da i neces osese. conn 
3861 | Photographic equipment.---_.......---------------- 


ts. 
3841 | Surgical and medical instruments 
3842 ie appliances and supplies... 


LEATHER AND LEATHER PRODUCTS 


3121 | Belting, industrial leather__--.-..........-- 
3131 | Footwear cut stock 
3141 | Footwear, except rubbe: 
3151 | Gloves, leather dress_. 
3152 | Gloves, leather work- 
3171 | Handbags and purses. 
3199 | Leather goods, n.e.c 
3172 | Leather dans smal 


3142 | Slippers, h 


3111 | Tanning ond a finishing PR es Ae ad cc ceue suace 


LUMBER AND PRODUCTS, EXCEPT FURNITURE 


2441 | Baskets, fruit and vegetable 
2443 | Boxes, cigar_-.-..-..-- 


rage 
2194 | Cooperage stock mills... -...........-.2---2-228. 


2425 | Excelsior mills..........-.-- 
2493 | Frames, mirror and picture... 


2492 | Lasts and related products_.-_-..-....--.-.--------- 
2411 ing camps and logging contractors. --..-.._.-- 
TB a ne ee eee 


2432 | Plywood plants. -- -------- 
2442 | Rattan and willow ware-.--- 






2421 | Sawmills and planing mills...-...-.......-.-.-..-- 
SN) INS GN tic. eartidden ens onececenscncscnan= 





See footnotes at end of table, p. 6120. 


Furniture and fixtures, n.e.c_.......-.------------ 








Office furniture, metal......-_- Sei 
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ScnEenvLe A— Fmployment size standards pursuant bo § 121 .8-10(d) (8)—Continued 








Census 
fi- 


Co de 


Industry Employment size ae (aumsber of 
employees 





28 


LUMBER AND PRODUCTS, EXCEPT FURNITURE— 
continued 







































ce RE CE Se eer eee nye 
Wood bane Avon 
Wood products, 

Wood products, pretebeieased bo i cnteadcnsasaebusateid 


MACHINERY (EXCEPT ELECTRICAL) 


Besrings, bell and roller. ..:.. 2.2 25c8sscncesscecesess 
SNN SINET ONIN iin Senator cacunsdoantecsecctdtots 
Computing and related machines... -.........-.....-- 
Construction and mining machinery-.................- 
ane Sek tacks coaaiak weeneeennennnaeee 
es and tocls, 8 Rees 
Elevators and escalators. _-.....- 
Engines, internal-combustion-..- 
Engines and turbines, steam..........- 
Farm machinery (except tractors) -.-..-...-...------- 
Fcod-products machinery. -......-..--..----------.-- 
Furnances and ovens, industrial.--............--.---- 
Industrial, general, machinery, WiO.0..05 dt ces cvctessx 
Industry, special, machinery, n@.c_-_.--...-..---.--- 
Laundry and dry-cleaning machinery . -............-. 
Laundry equipment, domestic 
Machine shops. ....-.........--- 
S| SR eS aera ars 
Metalworking machinery attachments.--............-. 
Metalworking machinery, except machine tools_...._- 
Office and store machines, n.e.¢....-......---.-------. 
Oil-field machinery and oy bo diet dbbaducakeaat aeuced 
Papemindustries machinery ~......-..-..-...---..-. 
Patterns and molds, industriel etesebtabae inne tnutived 
eS SY, ee ae 
Power-transmission CS, innndacdencasesescinsis 
Printing-trades machinery...................-.2-...-. 
Pumps and compressors. .-......-.----..----------..-- 
Pumps, measuring and dispensing..............-..... 
Refrigeration = ge i eacswintldndgudduascusen ote 
Somes end Ualetioes.......---.....-5.0055.5...... 
Service and household machines, n.e.c_.-...-.. 














Valves and fittings except plumbing 
Woodworking machinery ebbuna CcubaGuseuse 


MISCELLANEOUS MANUFACTURES 


Ammunition, arms, one. ile dices ia tehtebne alte winners ine ene wire 
BNI i inn xe san kwn dn Whatsuscendagdelwiueclansavuieee 
Artists’ materials 
Beauty and barber shcp equipmen 
Brooms and brushes 











Carbon paper and inked ribbons 
Cork products........----- 
SS EE ER 
Fireworks and ctechnics. 
Flowers, artificial. ......- 
Furs, dressed and dyed 
Games and toys, n.e.c. 
Hair work.....-...-- 


Jewelry and instrument cases 
Jewelry, costume. -...-.- 
Jewelry ry work. metal). 


BSSSSSSSBBS2ES 


8883 

















B88 











Musical eafements: n.e.c. 


See footnotes at end of table, p. 6120. 
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SCHEDULE A—F mployment size standards pureuant to § 121 .3-10(d)($)—Continued 





Census 
Classifi-| Industry Employment size standard (number of 
— employees) ! 

ode 





MISCELLANEOUS MANUFACTURES—continued 
3964 | Needles, pins, and fasteners--...........-----.------- 
3932 

































rgans 

3952 | Pencils and crayons, lead_---.- 
3951 | Pens and mechanical pencils_. 
3933 | Piano and organ parts......... 
af ee eR a 
3996 | Pipes, tobacco._...-.....-- 
3971 | Plastics, products, n.e.c_ - 


993, 
3914 | Silverware and plated ware__..-....- 
3997 | Soda-fountain and bar equipment. - 
3949 | Sporting and athletic goods__......-- 
3953 | Stamps, hand and stencils_-_-_-__.- 
3995 | Umbrellas, parasols and canes --- 
ee n,n no esanceewoncesesnonn 


PAPER AND ALLIED PRODUCTS 
2661 | Bags, paper. ---.-- 
2671 | Boxes, paperboard Pi 
2613 | Building paper and board mills 
2641 | Coating and glazing paper--_---- 
2651 | Envelopes..........--..------- 





2691 | Paper and board, die-cut. -___.- 
2699 | Paper and board "products, n.€.¢ 
2612 | Paper and paperboard mills__-.-- 
2694 | Pulp goods, pressed and molded 
_ li UY" ea 
EE EE en 


PETROLEUM AND COAL PRODUCTS 


EE Se ee 
2932 | Coke ovens, byproduct_- 
2992 | Lubricants, n.e.c__......------ 

2951 | Paving mixtures and blocks. -.--.-- 
2999 | Petroleum and coal products, n.e.c.. 
2911 | Petroleum refining 3....-.......--.-- 
2952 | Roofing felts and coatings ---.-..-....------.-----.--- 


PRIMARY METAL INDUSTRIES 


NS EI Te Tee 
3352 | Aluminum "rolling and drawing. 

3331 | Copper, primary ---.----.------- 
3351 | Copper rolling and drawing - - 
3313 | Electrometallurgical products 
3321 | Foundries, gray-iron_..-.-- 
3322 | Foundries, malleable-iron. 
3361 | Foundries, nonferrous --- 
3323 Foundries, . ere 
3391 | Iron ee = | forgings. 


3399 | Metal Tedewtrion, primary, n.e.c 
3359 | Nonferrous metal rolling and drawing, n.e.c_ 
3339 | Nonferrous metals, primary, n.e.c-_......-.- 
3341 | Nonferrous metals, secondary. Coe 
3393 | Pipe, welded and heavy-rive sila iciidntadiaienmiantiiniain 
3312 | Steel works and rolling ~~ (includes 3311, blast 
7 ERR SELES AT 
3392 | Wire drawing 
3333 | Zinc, primary 


PRINTING AND PURLISHING INDUSTRIES 


2783 | Binders and devices, loose-leaf................------ 
2782 | Blankbooks and paper ruling-_--- - 
SS EEE a 

2789 | Bookbinding work, miscellaneous 
Eg Oe eee eee 
Books, publishing and printing_. 

























See footnotes at end of table, p. 6120. 
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ScnepuLe A—F'mployment size standards pursuant to § 121.3-10(d)($)—Continued 















































































Census 
rof Classifi- Industry Employment size standard (number of 
cation employees) ! 
Code 
PRINTING AND PUBLISHING INDUSTRIES—con, 
SE IDL tc dc ceenndancgaribpedpcdionindnnadsiuciuty hh ey ee 
Photoengraving. ......- . tegen BE es 
9751 | Printing, commercial... .. Th aaa Beery : 
2741 | Publishing, miscellaneous. ..................-- ee aes 
le I, Vina ain tp nnsneantabenescdapeschaasseuns | SSS 
RURRER PRODUCTS 
3021 | Footwear, rubber...-.. wan ckondconsvececcensesescnecen|sscsennassleeccnaccsttess 
TIN 5 spb anc cuvaceunasbandesnssedcerectuececavanel~ 7 EEe Cues — 
. 3099 | Rubber industries, n.e.c__...-.- ¥ 
— ees | TerOO ONG TNO GUNES... ccc cvecccwvccwceveusees woes 
aoe STONE, CLAY, AND CLASS PROD'CTS 
nee SE 1 RIO PIO 5 inane cesses ctivcnccidinctuatssnweves 
3292 | Asbestos products. _..........-- 
3251 | Brick and hollow tile............- 
3241 | Cement, hydraulic. __.- 
3265 | China decorating RA TAA MURD . Bisecassciesocaitvonse 
see 3259 | Clay products, structural, n.e.c..........-...-.-.--.-- 
+- NE ESSE SEE 
“<0 Sr SUED. 5 5 i dek pansdascdccesbbetconpawweads 
“oe 3281 | Cut-stone and stone ‘products. Sacesesecssosen 
“== tl cn armen ncteinsevusaetas ap ra cewnnindeare 
“2 3293 | Gaskets and asbestos insulations..........-.........-- 
oe 3231 | Glass products made of purchased glass_............_- 
yoo 3229 | Glassware, pressed and blown, n.e.c_...........--.-.. 
aa 3272 | Gypsum products-............----. “ 
0 tt Pili tptnenkeesansahepitannepne~ 
3299 | Mineral products, nonmetallic, n.e.c_...............-- 
a anon cena okeub tone Uameenban an nae 
3205 | Minerals, ground or treated_...............-......... 
00 3261 | Plumbing fixtures, vitreous......-...........-..-.-_-- 
00 3264 | Porcelain electrical supplies..............-....---..-- 
“ St Oty MOOGNED, TOA. cncconccuncesscencscencanscces 
-- SE F Cl ccarudevicnsauemnenenicedebesdésnaswel 
-= 3297 | IES CMI. a scincacgc sch msnsinaedei tebndtaindmiouaies 
0 OR aR aa BS ae ae 
“- Sn) Meee MOG U5 COONS. . poccniosescaenapewsswtuneswes 
Rey SE ee OE RES eS eS ee 
3263 | Ute nsils, earthenware food......-- siaiminpiadi eset aareisawae 
3262 | Utensils, vitreous-china food....---.....-....-...-..-- 
| 
TEXTILE MILL PRODUCTS 
- 273 | Carpets a a 
. pe SS a SS Sea ae ee eee arene 
° 2298 | Cordage and twine. prs pathanitakun bn dnt ncn bac 
. 27295 | Fabric, coated, except rubberized_....._-...-....-.... 
. 241 | Fabric, narrow, mills................- see 
- 2233 Fabrics, cotton proad-woven ES apt ee si 
. Fabrics, synthetic broad-woven.-_.._.......-........- 
( 213 | Fabrics, woolen and worsted .........-........______- 
. ES ENE SAE a a ee 
2774 | Floor coverings, hard surface. _-_..........---...2 2... | 
2281 | Hats and hat bodies, fur-felt..............-.-..2.2...- } 
2282 | Hats and hat bodies, wool felt..............2...2.2... 
te SS os rub ninkerenstacsnebenesstdaidliiadaadd 
UR 8 re ee een aera 
2251 | Hosiery, full-fashioned mills. ........-.-.....-----2..- 
: Se 1 Seen, MORINONE, GRE... occcccceneccndsecasuocnaiial 
EE _ SEES Ee es ET Be 
ROS SS a ee near 
SS, eas 
oe To Se eee ee 
a Fee ea aera 
SES) SO Ns 5 domi dei han nnn db Gdbbnnndedusiwittinaitds 
2293 Paddings and upholstery filling. --................... 
2211 | Scouring and combing plants._.._.....- ned 
2261 | Textile finishing, except wool-_- wid 
2216 | Textile finishing, wool aed 
Rt I TAN aii ncinesaumsicntbabnashenewone cit 
2204 | Textile waste, processed ...............- ea 
te lO eee mies 
2224 | Yarn mills, cotton and silk systems_..............---.|...22.._. 
2212 | Yarn mills, wool, except carpet._......... 
ee eg ee ee | 
See footnotes at end of table, p. 6120. 
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SCREDULE A—F'mployment size standards pursuant to § 12/.3-10(d)(3)—Continued SL 
1 
Census 
Classifi- Industry Employment size standard (number of 
— employees) ! 
ode 





TOBACCO MANUFACTURERS 


2131 | Chewing and smoking tobacco. 
TE eS Se eS 





4 
2141 | Stemming and redrying tobacco___._..__...___- 


TRANSPORTATION EQUIPMENT 
St ED itt cee rndanaacadoncpnancoennccsasunent® 
Pe Ns a ndacnecannsetncensocendnncas R 
3729 | Aircraft equipment, n.e.c...........-.....-.-.... 
3723 | Aircraft propellers._...........- Sctanaadaniscisagl 
3732 | Boat building and repairing. ____._.-..._- PETERS 
OR ee 
3751 | Motorcycles and bicycles. --___- A. | : 
3717 | Motor vehicles and parts. __............-....-...-..-.- 
3742 | Railroad and streetcars-__-_._.._-- 
3731 | Ship building and repairing -- 
3716 | Trailers, automobile__---_-.--.-- ; scant ipeinachaalidhe 
re | Tee, GO oe, 5 OSE ha sdeais eae 
3799 | Transportation equipment, n.e.c._............--.-.-- 
Fee 1 See OD NS oo en. ninnioncmcmsncneensncoonn 





























1 The ‘‘number of employees’’ means the average enplovment of any concern and its affiliates based on the 
number of persons employed during the pay period ending nearest the 15th of the third month in each 
calendar quarter for the preceding four quarters 

? The abbreviation ‘“‘n.e.c.’’ means not elsewhere classified. 

3 Together with its affiliates does not employ more than 1,000 persons and does not have more than 30,000 
barrels per day capacity from owned and leased facilities. 


SCHEDULE B—INDUSTRIES AND FIELDS OF OPERATION IN WHICH THE SMALL BUSINESS 
ADMINISTRATION Has ISSUED SMALL BUSINESS CERTIFICATES PURSUANT TO § 121.3-8(c) 


Small business certificates for the purpose of Government procurement which have been 
issued include specified classes of commodities or products as indicated in the following 
manufacturing industries. The classification number preceding each named industry con- 
tained herein is based upon the Bureau of the Census Code in the 1954 Census of 
Manufactures. 

1. Apparel and related products 
2394 Canvas products. 
2. Chemicals and allied products 


2896 Gases, compressed and liquified. 

Acetylene, argon, hydrogen, nitrogen aad oxygen. 

2823 Plastics materials and elastometers, except symthetic rubber. 

Vulcanized fiber (sheets and rods) and laminated plastics (sheets, rods and 
tubes). 

2811 Sulfuric acid. 
3. Electrical machinery 
3621 Appliances, electrical. 
Electric kitchen ranges. 
3616 Control apparatus, electrical. 

Electromechanical systems including electromechanical actuators (linear and 
rotary), special electrical controls for continuous duty in an enclosure and 
electric brakes. 

3641 Engine electrical equipment. 

Automotive switchgear. 

3619 Industrial apparatus, electrical, n.e.c.' 

Capacitors and rectified power supplies. 

3651 Lamps, electric. 
Automotive lamps. 
3613 Measuring instruments, electrical. 

Microwave test equipment, hydraulic test stands and other unspecified types 

of electronic test equipment. 
3614 Motors and generators. 

Diectric motors (fractional horsepower motors, shaded-pole motors), engine and 

motor generator sets and frequency inverters. 
3661 Radios and related products. 

Specitied electronics products and assemblies, such as loud speakers, micro- 
phones, amplifiers (including magnetic and servo). public address and sound 
systems, capacitors and filters, radio navigation aids (including military 
sonar equipment). thermistors, relays, resistors, rheostats, microwave com- 
ponents, radoms—50 feet or more in diameter, power supply vibrators, telem- 
eting and data processing. and complete radio beacon systems for air/sea 
rescue operations and tactical purposes. 





1 The abbreviation “n.e.c.”’ means not elsewhere classified. 















3615 


2662 


3631 


3491 
3443 


3439 
3441 


2052 
2094 
2027 


None 


3821 
3831 


3861 


3811 


None 


Non 


3593 
3542 
3579 
3566 


3561 


3521 


Non 


1916 
1929 


1911 


2612 


‘Ss S&S sess 


le 
h 











3615 


3662 


3631 


3491 


3448 


3439 
3441 


2052 
2094 
2027 


None. 


3821 


3831 
3861 


3811 


None. 


None. 


3593 
3542 
3579 
3566 


3561 
3521 


None. 


1916 
1929 


1911 


2612 
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Transformers. 
Dry-type transformers, current regulators, constant voltage direct current 
power supplies and mercury vapor lamp ballasts. 
Tubes, electronic. 
Silicon diodes and transistors, mircrowave tubes and devices, and special 
purpose cathode ray tubes. 
Wire and cable, insulated. 


4. Fabricated metal products 


Barrels, drums and pails, metal. 
Metal shipping containers for aircraft engines. 
Boiler shop products. 
Altitude and environmental test chambers, vacuum systems, wind tunnels and 
nuclear reactors. 
Heating and cooking equipment, n.e.c. 
Gas kitchen ranges. 
Structural and ornamental products. 
Specified commercial and industrial steel buildings, and structural steel towers. 


5. Food and kindred products 


Biscuits, crackers, and pretzels. 

Biscuits and crackers. 
Corn products. 

Syrups, starches, and wet process byproducts. 
Milk (fluid) and other products. 

Milk, cream, and other dairy products. 


6. Furniture and firtures 


7. Instruments and related products 


Measuring instruments, mechanical. 
Mechanical assemblies for use in aircraft and missile instrumentation, and 
automatic temperature controls. 
Optical instruments and lenses. 
Optic equipment. 
Photographic equipment. 

Photographic equipment such as photocopying equipment and supplies, design- 
ing and manufacturing motion-picture processing equipment, aerial cameras, 
and film magazines. : 

Scientific instruments. 

Missile instrumentation. 


8. Leather and leather products 
9. Lumber and products, ercept furniture 


10. Machinery, except electrical 


Bearings, ball and roller. 

Cylindrical roller bearings and precision miniature instrument ball bearings. 
Metalworking machinery, except machine tools. 

Welding equipment, rolling mills, swagers, turks heads, and draw benches. 
Office and store machines, n.e.c. 

Dictation machines and systems. 
Power transmission equipment. 

Right-angle bevel gear units for use in aircraft and missiles, magnespeed 

variable drives, and clutches. 

Pumps and compressors. 

Portable, rotary air compressors. 
Tractors. 

Wheeled and crawler tractors. 


11. Miscellaneous manufactures 
12. Ordnance and accessories 


Ammunition (small arms—30 mm. and under). 
Ammunition, n.e.c. 
Missile components using structural adhesives and laminating materials such 
as missile fuselage components, and missile machined components, 
Guns, howitzers, mortars, and related equipment. 
Artillery and parts over 30 mm. (or over 1.18 inch) for aircraft, antiaircraft, 
coast. field, naval and tank, and gun carriages, mounts and parts for guns 
over 30 mm. (or over 1.18 inch). 


13. Paper and allied products 


Paper and paperboard mills. 
Fine writing and uncoated book papers. 
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14. Petroleum and coal products 


Small Business Certificates for petroleum refining were superseded by establishi 
size standard for this sar Base al ” “ “ sah 


15. Primary metal industries 


3352 Aluminum, rolling and drawing. 

Aluminum pipes and tubes. 
3351 Copper, —- and drawing. 

Copper pipes and tubes. 
8391 Forgings, iron and steel. 

Rudder stock and tail shafts. 
3399 Metal industries, primary, n.e.c. 

Cold steel bars and bar shapes, and nonferrous forgings. 
3312 Steel works and rolling mills. 

Billets, hot-rolled steel bars, rounds, flats, angles, reinforcing bars, small size 

structurals, cold drawn seamless tubing, and hot-finished pipe. 

3392 Wire drawing. 

Electric wires and cables. 
3333. Zine, primary. 

Slab zine. : 

16. Printing and publishing industries 
None. 
17. Rubber producta 

3021 Footwear, rubber. 

Rubber-soled canvas footwear. 
3099 Rubber industries, n.e.c. 

Mechanical rubber products for aircraft. 
3011 Tires and inner tubes. 


18. Stone, clay, and glass products 
None. 


19. Textile mill products 
2233 Fabrics, cotton broad-woven. 


20. Tobacco manufactures 
None. 
21. Transportation equipment 

3721 Aircraft. 

Helicopters. 
3729 Aircraft equipment, n.e.c. 

Specified aircraft equipment and assemblies. 
3717 Motor vehicles and parts. 

Motor buses, trucks, and specialized ground support motor vehicles for aircraft 
and missile carriers, fuel injection systems, heavy-duty automotive clutches 
and parts such as piston pins, clutch plates, and other engine parts. 

3742 Railroad and street cars. 

Trackless trolley cars. 

3731 Ship building and repairing. 

Includes military ships (battleships, cruisers, aircraft carriers, destroyers, 
submarines, escort vessels, transports), barges, tankers, and submarine 
components. 

3715 Trailers, truck. 

Missile-handling trailers. 

Small Business Certificates for the purpose of Government procurement also have been 
issued to include the following nonmanufacturing activities: 4513, air transportation; 
7699, aircraft maintenance and overhaul; and 4241, household goods, warehousing, and 


storage. 
Effective Date: May 22, 1959 
Cite: 24 F.R. 3491 


[Amdt. 1] 
Part 121—SMati Business S1zE STANDARDS 
Aircraft Equipment and Parts Industry 


On March 13, 1959, notice of proposed rulemaking regarding the boatbuilding 
and repairing industry and the aircraft equipment and parts industry was 
published in the FepeRAL Reeister (24 F.R. 2090, 2091). The definitions relating 
to the boatbuilding and repairing industry and the aircraft equipment and parts 
industry as proposed were not adopted based on consideration of relevant matters 
presented by interested parties in connection with hearings held by the Adminis- 
trator on April 16, 1959, and April 23, 1959, respectively. 

The definition of small business for the boatbuilding and repairing industry 
shall remain unchanged, i.e., 500 or less employees. 

In lieu of the proposed definition for the aircraft equipment and parts industry 
the following definition is hereby adopted, to become effective 30 days after publi- 
cation in the FEDERAL REGISTER. 
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The Small Business Size Standards Regulation (Revision 1) (24 F.R. 3491) is 
hereby amended by adding the following new subparagraph 121.3-8(a) (5) : 

(5) Aircraft equipment and parts industry. In connection with the purchase 
by the Government of the items listed in this paragraph any business concern in 
the aircraft equipment and parts industry is small if its number of employees 
does not exceed 1,000 persons : 

(i) Airframes and structural components, 

(ii) Aircraft propellers and hubs, 

(iii) Wheel and brake systems, 

(iv) Jet engines. 

(v) Fuel tanks, 

(vi) Aireraft hydraulic systems, 

(vii) Aircraft vacuum systems, 

(viii) Aircraft air-conditioning, 

(ix) Heating and pressurizing equipment, 

(x) Fire control systems, 

(xi) Flight instruments, 

(xii) Flight simulators (except small cockpit trainers), 


(xiii) Aircraft de-icing systems. 
Effective Date: Aug. 18, 1959 
Cite: 24 F.R. 5628 
{Amdt. 2] 


Part 121—SMALL BusINESsS S1zE STANDARDS 
Number of Employees 


The Small Business Size Standards Regulation (Revision 1) as amended (24 
F.R. 3491, 5628) is hereby further amended as follows: 

In § 121.3-9(b) (1), subdivision (iv) is amended by changing “100” to read 
“ony”, 

As so amended, § 121.8-9(b) (iv) reads as follows: 

(iv) Together with its affiliates employs no more than 250 persons. 


Effective Date: Oct. 16, 1959 
Cite: 24 F.R, 7458 


[Amdt. 3] 
Part 121—SMALL Business Size STANDARDS 
Miscellaneous Amendments 


The Small Business Size Standards Regulation (Revision 1), as amended (24 
F.R. 3491, 5628, 7458), is hereby further amended by: 

1. Adding the following new subparagraph (6) to paragraph (a) of § 121.3-8: 

(6) Air transportation industry. Any business concern in the air transporta- 
tion industry is small if its number of employees does not exceed 1,000 persons. 

2. Adding the following specified classes of commodities or products to Schedule 


Bof this Part as follows: 
Apparel and related products 


2329 Men’s and boys’ clothing, n.e.c. 
Antiblackout suits, high altitude flying suits, rocket fuel handlers’ suits, K2B summer 
flying suits and anti-exposure suits. 
Men’s and boys’ suits and coats, 
Men's uniforms and accessories. 


Chemicals and allied producte 


2829. Organic chemicals, industrial, n.e.c. 
Mechanical foam fire extinguisher charges. 


Electrical machinery 


8613 Measuring instruments, electrical. 
Pneumatic tests stands. 
614 Motors and generators. 
Generators. 
8661 Radios and related products. 
Radios and radio and television equipment and transformers. 
Transformers. 
Distribution, specialty and power transformers. 
8662 Tubes, electronic. 
Germanium diodes and transistors. 
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Machinery, except electrical 


3585 Refrigeration machinery. 
Mobile air conditioners. 
Paper and allied products 


2699 Converted paper products, n.e.c. 
Paper mee sD toilet tissue, paper towels, and paper tray covers. 


Primary metal industries 


3352 Aluminum, rolling and drawing. 
Brazing alloys. 
Copper, ins and drawing. 
Brazing alloy: 
3393 Pipe, welded and heavy-riveted. 
Tubular products. 
3312 Steel works and rolling mills. 
(T steel fence posts and small diameter hot-finished pipe. 


Textile mill products 


2261 Finishing textiles, except wool. 
Cotton broad-woven fabrics. 
Transportation equipment 
3715 ‘Trailers, truck. 
Cargo trailers and vans. 
Effective Date: Oct. 2, 1959 
Cite: 24 F.R. 7943 
[Revision 1, Amdt. 4] 


Part 121—SMALL BUSINESS SIzE STANDARDS 
Definition of Small Business for Sales of Government Property 


The Small Business Size Standards Regulation (Revision 1), as amended 
(24 F.R. 3491, 5628, 7458, 7948), is hereby further amended. Section 121.3-9 is 
amended by adding a new paragraph (a) and by changing the term “paragraph 
(b)” in paragraph (c) to read “paragraphs (a) and (b)”. As amended para- 
graphs (a) and (c) will read as set forth below. 


§ 121.3-9 Definition of small business for sales of Government property. 

(a) Sales of Government-owned property other than timber. A small business 
concern for the purpose of the sale of government-owned property, other than 
timber, is a business concern, including its affiliates, which is independently 
owned and operated, is not dominant in its field of operation and can further 
qualify under the following criteria : 

(1) Manufacturers. Any business concern which is primarily engaged in 
manufacturing is small if it employs not more than 500 persons. 

(2) Non-manufacturers. Any business concern which is primarly engaged 
as a non-manufacturer (except as specified in subparagraph (3) of this para- 
graph) is small if its average annual sales volume or receipts, less returns and 
allowances, for the preceding three fiscal years do not exceed $5,000, 

(3) Stock pile purchasers. Any business concern primarily engaged in the 
purchase of materials not domestically produced is small if its annual sales 
volume or receipts, less returns and allowances, do not exceed $25,000,000. 

* * * * * * * 

‘(c) Self certification of a small business. In the submission of a bid or 
proposal for the purchase of Government-owned property, a concern which meets 
the criteria of paragraphs (a) and (b) of this section, may represent that it is 
a small business. In the absence of a written protest, such concern, shall be 
deemed to be a small business for the purpose of the specific Government sale 
involved. 


Effective dates: December 19, 1950 
Cite: 24 F.R.9329 


{[Amdt. 5} 
Part 121—SMALL BUsINESss Size STANDARDS 
Miscellaneous Amendments 


The Small Business Size Standards Regulation (Revision 1), as amended 
(24 F.R. 3491, 5628, 7458, 7943, 9329), is hereby further ‘amended by: 





as f 
§ 12 
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1. Deleting § 121.3-2(b) and substituting in lieu thereof revised § 121.3-2(b) 
as follows: 
§121.8-2 Definition of terms. 


* * * * * * * 


(b) “Anual Sales or Annual Receipts” means the annual sales or annual re- 
ceipts, less returns and allowances, of a concern and its affiliates during its 
most recently completed fiscal year. 

2. Deleting the words “without action” from § 121.3-4(b) and substituting in 
lieu thereof the words “with recommendations.” As amended § 121.3-4(b) reads 
as follows: 

§121.8-4 Application of size determination and Small Business Certificate. 
* * * - * * 


* 

(b) Completed SBA Forms 355 involving requests for Small Business Certifi- 
cates or questions of dominance shall be reviewed by the Regional Director and 
Regional Counsel to develop additional facts, if necessary, and then shall be 
forwarded, without recommendations, to the Office of Economic Adviser. All 
Small Business Certificates and determinations on questions of dominance will 
be issued by the Office of Economic Adviser. 

8. Deleting § 121.8-5(a) and substituting in lieu thereof revised § 121.3-5(a) 
as follows: 


§ 1213-5 Protest of small business status 

(a) Any bidder, offerer or other interested party may, prior to award, question 
the small business status of an apparently successful bidder or offerer by sending 
a written protest to the Contracting Officer and a written protest to the SBA 
Regional Director for the region in which the Contracting Officer is located. 
Any Contracting Officer may similarly question the small business size status 
of an apparently successful bidder or offerer by sending a written protest to the 
SBA Regional Director for the region in which the Contracting Officer is located. 
Such protest shall contain a statement of the basis for the protest and the facts 
necessary to support the protest. Upon receipt of a protest the SBA Regional 
Director shall promptly notify the Contracting Officer of the date such protest 
was received and shall advise the apparently successful bidder or offerer in 
question, that its size status is under review. 

. coe § 121.3-8(c) and substituting in lieu thereof revised § 121.3-8(c) 
as follows: 


§ 121.8-8 Definition of small business for Government procurement 
7 . * = * * . 


(c) Small business certificates. (1) A business concern employing more than 
500 persons, but not more than 1,000 persons, may qualify for a Small Business 
Certificate within a particular industry or field of operaton in those cases 
where there is a high concentration of output in a few large companies and 
there are a limited number of companies having 500 or fewer employees. In 
order to qualify for a Small Business Certificate, it is not sufficient merely to 
show that a business concern is not dominant in an industry or field of operation. 
The use of any Small Business Certificate shall be limited to Government con- 
tracts for specified commodities, services or research and development. 

(2) Any concern employing more than 500 persons, but not more than 1,000 
persons, which believes it may qualify for a Small Business Certificate may apply 
to the SBA field office nearest to such concern’s principal place of business for 
a Small Business Certificate in accordance with the requirements of § 121.3—4. 

(3) Small Business Certificates may be issued to such concerns if it is deter- 
mined by SBA that the applicant, together with its affiliates, is a small business 
in its industry or field of operation and the issuance of such a certificate would 
be in accordance with the intent and purpose of the Act. The holder of such 
certificate will then qualify subject to the terms of the certificate as a small 
business concern for Government procurement purposes. Whenever a Small 
Business Certificate is issued by SBA the industry or field of operation of the 
concern so certified shall be published in Schedule B of this part. 

5. Amending § 121.3-9 by deleting subparagraphs (2) and (8) of paragraph (a) 
and substituting in lieu thereof revised subparagraphs (2) and (3), and by 
deleting the phrase “paragraphs (a) and (b)” from paragraph (c) and sub- 
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Stituting in lieu thereof the phrase “paragraph (a) or (b).” As amended, 
§ 121.3-9 reads as follows: 


§ 121.8-9 Definition of small busines for sales of Government property 

(a) * * * 

(2) Other than manufacturers. Any business concern which is primarily not 
a manufacturer (except as specified in subparagraph 3 of this paragraph) is 
Small if its annual sales or annual anneal for its preceding three fiscal years 
do not exceed $5,000,000. 

‘* (3) Stockpile purchasers. Any business concern primarily engaged in the 
purchase of materials which are not domestic products is small if its average 
annual sales or annual receipts for its preceding three fiscal years do not exceed 
$25,000,000. 

* * >” * *” * * 

(c) Self-certification of a small business. In the submission of a bid or pro- 
posal for the purchase of Government-owned property, a concern which meets 
the criteria of paragraph (a) or (b) of this section, may represent that it isa 
small business. In the absence of a written protest, such concern, shall be 
deemed to be a small business for the purpose of the specific Government sale 
involved. 

6. Deleting paragraph (a) of § 121.3-10 and substituting in lieu thereof the 
revised paragraph (a) as follows: 

§ 121.3-10 Definition of small business for SBA business loans. 

(a) Certificates of Competency. A concern which is a small business under 
§ 121.3-8 which has applied for or received a Certificate of Competency is a 
small business eligible for an SBA loan to finance the contract covered by the 
Certificate of Competency. 

This amendment shall become effective upon publication in the Frprrar 
REGISTER. 

Published: May 25, 1960 


Effective date: May 25, 1960 
Cite: 25 F.R. 4577 


{[Amdt. 5] 
PART 121—SMALL BusINEss Si1zE STANDARDS 
Miscellaneous Amendments 
Correction 


In F.R. Document 60-4685 appearing in the issue for Wednesday, May 25, 1960, 
at page 4577, § 121.3-4(b) should read as follows: 
§ 121.3-4 Application for size determination and Small Business Certificate 
oa * * * * * s 
(b) Completed SBA Forms 355 involving requests for Small Business Certifi- 
cates or questions of dominance shall be reviewed by the Regional Director and 
Regional Counsel to develop additional facts, if necessary, and then shall be 
forwarded, with recommendations, to the Office of Economic Adviser. All 
Small Business Certificates and determinations on questions of dominance will 
be issued by the Office of Economic Adviser. 
Published: May 28, 1960 


Effective date: May 25, 1960 
Cite: 25 F.R. 4711 


ook way citation for amendment 5 is as follows: (25 F.R. 4577, as corrected, 


Mr. Vinson. That is satisfactory on that. 
Now, section 2304 is amended by adding a new subsection as 
follows: 
Now, let’s see. This is a new one. This is not in the present pro- 
posed act. 
Mr. Courtney. That is right. 
Mr. Vinson. Mr. Courtney, read (g), please. 
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Mr. Courtney. Beginning on line 7, page 3: 

(e) Section 2304 is amended by adding a new subsection as follows: 

“(g) In all negotiated procurements in excess of $2,500 in which rates of 
prices are not fixed by law or regulation and in which time of delivery will 
permit, proposals shall be solicited from the maximum number of qualified 
sources consistent with the nature and requirements of the supplies or services 
to be procured, and written or oral discussions shall be conducted with all 
responsible offerors who submit proposals within a competitive range, price, and 
other factors considered: Provided, however, That the requirements of this 
subsection with respect to written or oral discussions need not be applied to 
procurements in implementation of authorized set-aside programs.” 

Mr. Vinson. Now, my recollection of the testimony is that the De- 
partment agreed with the language down to line 14, and put a period 
after “procured.” 

Mr. Courtney. That is right. 

Mr. Vinson. They were very much opposed to the “written or oral 
discussion” section. 

Mr. Courtney. That is correct. 

Mr. Vinson. That is the issue on that section. 

Mr. Courtnry. That is the issue. 

Mr. Vinson. Now, what is the comment from the General Account- 
ing Office ? 

Mr. Wetcu. May I read our comment ? 

Mr. Vinson. Yes, sir. 

Mr. Wetcu. Our formal comment on that. It is on page 7 of the 
General Accounting Office prepared statement. 

Mr. Vinson. Yes; that is right. Section (e), that is right. The 
third paragraph. Go ahead, now Mr. Welch. 

Mr. Wetcu. Section (e) of the bill is designed to require the conduct 
of written or oral discussions with a representative number of sup- 
pliers in all negotiated procurements where such negotiation might 
reasonably be expected to serve the interest of the Government. 

Once proposals are obtained under a negotiated procurement, it is 
our opinion that every effort should be made to take full advantage of 
opportunities for use of oral or written discussions with a representa- 
tive number of bidders to assure that the price to be paid is truly 
competitive. That was the thinking of Congress when the Armed 
Services Procurement Act was being considered. 

To illustrate this, I would like to read a very short statement from 
the House report on the bill which was later enacted as the Armed 
Services Procurement Act. I quote: 

Procurement by negotiation as practiced by the services and industry consists 
of first securing informal quotations from as many sources as practicable, usually 
accompanied by breakdowns of elements of cost. Separate negotiations then 
usually begin with the lower bidders, in order to reduce the price by eliminating 
or reducing unjustified charges. When the best possible agreement has been 
reached, an appropriate contract is awarded the successful firm. Experience 
has shown that by careful negotiation and by drafting a suitable contract it is 
frequently possible to secure substantial savings for the Government. Negotia- 
tion, properly employed, can promote and intensify competition. 

Notwithstanding this statement in the history, the language of the 
original act contained nothing to indicate the meaning of “negotia- 
tion.” And the revision of the act incorporated into the codification 
of section 2302(2), which defines “negotiate” as meaning “make 
without formal advertising” has served only to make the requirement 
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for true negotiation, by written or oral discussion with bidders, more 
obscure. ois. \ : 

While no criteria are prescribed by law in this area, the Armed 
Services Procurement Regulation does set out certain standards, 
Thus, under paragraph 3-805 of the Armed Services Procurement 
Regulation, where one offeror submits a proposal which is clearly and 
substantially more advantageous to the Government, negotiations may 
be conducted with that offeror only. Where several offerors submit 
offers which are grouped so that a moderate change in either the ‘pee 
or the technical proposal of any one would make it the most advan- 
tageous offer, the contracting officer should, but is not required to, 
negotiate with all offerors in the group. And in certain procure- 
ments, where a substantial number of clearly competitive proposals 
have been obtained and the contracting officer is satisfied that the 
most favorable proposal is fair and reasonably priced, an award may 
be made without discussion or negotiation with any offeror. 

It is our opinion that the authority to negotiate does not, of itself, 
warrant the curtailment of competition. Yet this may be the result 
where several proposals are received and the contracting officer decides 
to negotiate with only one offeror or to award a contract without dis- 
cussion with any offeror. In such cases, the contracting officer must 
base his evaluation of the contractor’s proposal on facts and informa- 
tion supplied by the proposed contractor and is not in a position to 
determine with any degree of certainty the reasonableness of esti- 
mated costs and proposed prices. 

We believe the portion of section (e) of this bill, which requires 
negotiation only with those bidders who submit proposals within a 
competitive range, will operate to require bidders to submit realistic 
proposals in the first instance and result in the Government receiving 
the benefits of additional competition. 

We, therefore, recommend favorable consideration of this provision. 

Mr. Vinson. Now, my recollection was that the position of the De- 
partment on this section was that it would not bring in the first in- 
stance a true, realistic proposal. 

Mr. Wetcu. That is their main objection. 

Mr. Vinson. Now, Mr. Courtney, find that section of that state- 
ment and read it. 

[Reading from Mr. McGuire’s statement :] 

Subsection (e) would amend section 2304 by adding a new subsection (g) 
which would prescribe the following requirements as to all negotiated procure- 
ments in excess of $2,500 in which rates or prices are not fixed by law or regu- 
lation and in which time of delivery will permit: 

(1) it would require that proposals be solicited from the maximum number 
of qualified sources consistent with the nature and requirements of the supplies 
or services to be procured ; and 

(2) with the exception of procurements in implementation of authorized set- 
aside programs, it would require that written or oral discussions be conducted 
with all responsible offerors who submit proposals within a competitive range, 
price, and other factors considered. 

With respect to the first requirement, it has always been the policy of the De- 
partment of Defense, and our regulations so provide, that in negotiated procure- 
ments proposals will be solicited from all qualified sources necessary to assure 
full and free competition consistent with the nature and requirements of the 
supplies or services to be procured. Accordingly, the Department does not 
object to this portion of the subsection. 

However, the Department does object to the second requirement with respect 
to written or oral discussions. In effect, this requirement would preclude award 
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being made on the basis of the initial proposals without written or oral discus- 
sions in situations where a substantial number of clearly competitive and re- 
sponsive proposals have been obtained and where the contracting officer is satis- 
fied that the most favorable proposal is fair and reasonably priced. 

Mr. Bares. It is the next paragraph. 

Mr. Courtney. The next paragraph. 

Shall I read that ? 

In the situation just mentioned such an inflexible requirement in the law 
could have a result which would not be in the best interests of the Government. 
It would be an open invitation to offerors not to quote their best prices initially 
because of a statutory requirement that there be bargaining in every procure- 
ment. In other words, it would encourage padded initial prices. The possi- 
bility that there may be an award without further discussions forces contractors 
to come in with their best prices at the outset and, hence, is a very desirable 
provision in our regulations whether or not it is used very often. 

Moreover, the proposal does not take into consideration certain special pro- 
curements where a requirement for discussions would serve no useful purpose. 
An example is the procurement of perishable subsistence—— 

Mr. Vinson. We agreed to exclude that ? 

Mr. Courtney. Yes, Mr. Chairman. 

And the other section that was referred to in the discussions of 
Wednesday had to do with the contracts with educational institutions 
for research and development and for the employment of profession- 
al services. 

Mr. Vinson. Now, the whole thing boils down, does it not, around 
negotiation ¢ 

Mr. Courtney. Yes, sir, as to what does “negotiation” mean. 

Mr. Vinson. Now, this is a negotiated contract. All right. 

Now, how can you get more people at the table to negotiate? By 
the proposal of requiring—a law requiring written or oral discussions, 
or by eliminating that phase of the negotiation ? 

Then you are negotiating under the present law with the price that 
issubmitted. And there is no opportunity, unless you call for oral or 
written discussions, to make any effort to negotiate with people within 
the range. 

Mr. Bares. That is right. 

Mr. Vinson. And it depends upon the range. 

Mr. Wetcu. Yes, sir. i’ 

Mr. Vinson. Now, it appears to me—I want to sum up what was 
running through my facto i I remember quite well now. 

It appears to me, if you are trying to get more people and to have 
more people to negotiate with, that when you give the privilege of 
written or oral statements, you bring it about that way more than you 
do when you just merely—when it is not mandatory that that re- 
quirement exist in the law. 

Mr. We.icu. Our answer to those objections that the Defense De- 

rtment has made are: (1) We don’t feel that their concern about 

idders nof submitting their best price is valid under this proposed 
amendment because this amendment would require them to come within 
a competitive range to be considered for negotiation. 

Mr. Bates. That is right. 

Mr. Vinson. That is right. 

Mr. Weitcu. When they know they will have to do that; they will 
probably submit good prices. 
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And even if they don’t we don’t share the Defense Department’ 


concern that contingencies included in the initial prices can’t be’ 


ironed out and negotiated out through proper bargaining. 

Mr. Barres. Mr. Chairman, I think we are just struggling witha 
gnat. here. 

Mr. Kitpay. I don’t know about that. It appears to be substantial, 
to my thinking. 

Mr. Bares. First of all, it must be within the competitive range, 

Mr. Kitpay. What is the competitive range? 

Mr. Bares. All right, that has to be a determination. 

Mr. Wercu. That is right. 

Mr. Bares. But you can tell by looking at them whether certain 
ones are in the ball park or not. And if one or two put their price 
down low enough, the others are automatically out. 

It seems to me it wouldn’t take them very long to catch the idea 
that they better start getting in the ball park or they couldn't be 
considered. 

As a matter of fact, there could only be one in the ball park; is that 
correct ? 

Mr. Wetcu. That is right. 

Mr. Bares. And what is an oral discussion? Call them up on 
the phone ? 

So I think we are doing a lot of talking about a lot of nothing. 

I would just like to ask one question on it, and that is the reference 
to “proposals must be solicited from the maximum of qualified 
sources.” 

Now, we do use this rotational list for invitations to bid, where 
you might have 2,000 people who might be interested in bidding on 
a particular type of contract. 

Well, the Government, or nobody could—could afford to undertake 
a program whereby everybody is invited to bid. 

Mr. Wetou. That is right. 

Mr. Bares. So, therefore, they do use a system where, on an alpha- 
betical basis, they take a quarter this time and another quarter the 
next time, et cetera. 

Mr. Wetcu. We wouldn’t have any objection to that. 

Mr. Bares. But the question I want to ask: Does this language 
here which requires the proposal shall be solicited from the maximun 
number of qualified sources prevent that type of an offer ? 

Mr. Weicu. We wouldn't construe it as preventing that because 
we would feel, I believe, that you have to read into that language 
the implied provision, “the maximum which is reasonable under the 
circumstances of the particular procurement.” 

Mr. Bates. I think that should be clarified here. 

Mr. Lankrorp. You can stick in the word “practicable.” 

Mr. Wetcn. Oh, in the language, itself, we have this provision 
already : 

Consistent with the nature and requirements of the supplies or services to be 
procured 

Mr. Bates. Well, what does that mean ? 

Mr. Wetcnu. Reasonable, under the circumstances. 

Mr. Bares. But specifically, it is your interpretation this alpha- 
betical request for bids can be used under the provisions of the language 
of this law here ? 
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Mr. Wetcu. Yes. It is being used even under advertised bidding by 
some of the departments. We don’t raise any question about that. 

Mr. Kitpay. Mr. Chairman. 

Mr. Vinson. Mr. Kilday. 

Mr. Kizpay. Who would determine that “proposals which were 
within a competitive range,” Mr. Welch ? 

Mr. Wevcu. Our idea on that, Mr. Kilday, is that this would have 
to be established for each procurement. Perhaps it could be done by a 
provision in the request for proposals for each procurement. 

Mr. Kitpay. Who would make the determination ? 

Mr. Wetcu. The Department, or the contracting officer. 

Mr. Kitpay. The contracting officer. 

But then you have in the statute, if this language is adopted, a con- 
dition precedent established by law of written or oral discussions con- 
ducted with all responsible offerors who submit proposals within a 
competitive range. 

So, that being in the law as a condition precedent, wouldn’t you have 
the right to again review that and determine that they had not dis- 
cussed it with all of the persons within a competitive range? 

Out of all of the responsible offerors, or they had discussed it with 
an offeror who was not a responsible offeror 4 

Mr. Wetcu. Well, I can only say that we wouldn’t raise any ques- 
tion unless we had a case where the determination for the action taken 
was patently erroneous. If there was a reasonable basis for what was 
done, we wouldn’t raise any question on it. 

Mr. Kivpay. Then, it probably wouldn’t have accomplished much. 
You left it with the contracting officer anyway, if you don’t. 

I would agree that after you get these proposals in, there should be 
a discussion, a thorough or complete discussion, in an attempt to drive 
the price to the Government down. 

But I don’t quite see how you can operate under a positive provision 
of law, written as this is, to— 
and written or oral discussions shall be conducted with all responsible offerors 
who submit proposals within a competitive range, price, and other factors 
considered. 

Now, if you—when you got the provision of law, someone has to 
make an affirmative determination in each instance. 

Now, I would like to see it worked out in such a way that the fellow 
who comes in and makes an offer might have that snapped up on it and 
still there was an opportunity for the representatives of the Govern- 
ment to drive the price down through negotiation across the table. I 
as know how you are going to do that with a positive provision of 
aw, 

Mr. Vinson. Well, Mr. Kilday is being disturbed by the fact that 
you would have the right to question the decision as to whether or not 
the oral and written inquiries and negotiation had covered a broad 
enough field. I think there is something to that. 

You don’t want to get in that. The decision that has been made that 
he is negotiating with those within the range should be left, should it 
not, to the contracting officer ? 

Mr. Kinpay. If that is true, there is no point in the provision. 

Mr. Bates. That is what I say. 

Ya Wetcu. Yes, sir, it would have to be left with the contracting 
officer. 
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Mr. Vinson. What is that ? 

Mr. We cn. It would have to be left to the judgment of the con. 
tracting officer in each case. 

Mr. Vinson. Unless you get in the picture yourself—that is, unless 
you are going to be put in the position where you question the judg. 
ment of the contracting officer with reference to broadening the nego- 
tiation by oral and written discussions—then what would kk 

e 


worthwhile with this provision of law? What would be accomplished! 

Mr. Battey. Mr. Chairman, may I? 

Mr. Vinson. Yes. Now is it not the whole purpose of the Comp- 
troller getting in that field right there to ascertain whether or not there 
is proper negotiation going on ¢ 

r. Barry. Mr. Chairman, I think maybe it goes a little further 
than that. 
’ Mr. Vinson. All right. 

Mr. Battery. Under the present law there is no requirement that 
there be any negotiation with an offeror. Where these offers come in 
and the contracting officer determines that one appears to be a reason- 
able offer, he may accept that offer without any negotiation whatsoever. 
In  anot—an he may negotiate with only one individual if he so chooses 
to do so. 

Mr. Vinson. That is right. 

Mr. Baier. Under the provision we are suggesting here, he would 
be required to negotiate with those offerors who are within a reason- 
able range. 

Mr. Kitpay. And were responsible. 

Mr. Battery. And were responsible; yes, sir. 

“ oe Bates. But for all practical purposes, don’t they do exactly that 
now ¢ 

Mr. Baixry. They do not in some cases, Mr. Bates. In some cases 
seca have been awarded on the basis of discussion with just one 
offeror. 

Mr. Bares. Let’s say one price is considerably lower than the other. 

Mr. Battery. Where there is a considerable difference, this may bk 

roper. 
‘ r. Bates. Now under this law—— 

Mr. Battery. But, Mr. Bates, we feel there should be discussions 
with these people. If no discussions are to be undertaken, it would 
seem that advertised procurement would be feasible. If they can get 
competition and they get a low price, it would seem that advertising 
would be just as feasible in those cases as a request for proposals, 
with an option by the Government to negotiate the proposal. 

Mr. Bares. It might or might not, depending upon the circun- 
stance. 

If it is a complicated thing or if the thing hasn’t been made before, 
then you wouldn’t have a formal advertised bid. But if you put 
out something for, say R. & D. and one bid came back and was much 
lower than anything else, wouldn’t it be sufficient, even under the 
language of this law, merely to have a discussion with that one in- 
dividual and give ittohim? Is that so? 

Mr. Battey. it expect it would; yes, sir. 

Mr. Bares. So we wind up pretty much where we are, anyway. 
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Mr. Battery. On the other hand, we know of instances where some- 
thing has been let out which hasn’t been R. & D. We know of cases 
where construction contracts have been let after discussions with just 
one offeror. 

Mr. Vinson. Well, I think —— 

May L interrupt, Mr. Bates? 

(Mr. Bates nods. ) 

Mr. Vinson. I think the objective here is good, but the phraseology 
might be polished up and accomplish the same thing without using 
this language. ; - : 

Because, as I understand the picture, there is no dispute that there 
shall be opportunity to negotiate and not require on the part of 
the contracting officer to accept the first proposal. 

But at the same time, you do not not want to be permitted to get 
in that picture to the extent here you could nullify the contracts 
because you reached a different conclusion with reference to the 
negotiation. i 

r. Courtney, what have you to say about this? You are an 
expert on this. That is what you are here for, to give us the benefit 
of your knowledge. 

r, Bares. And wisdom. 

Mr. Vinson. And wisdom. 

Mr. Bares. And understanding. 

Mr. Vinson. And understanding. With those three designations, 
youshould say something. 

Mr. Courtney. I am in full retreat at the moment. 

Mr. Rivers. He should have added “counseling.” 

Mr. Vinson. In your study of this thing, put it on the record. 

Mr. Courrney. Well, Mr. Chairman, the objective, the stated ob- 
jective is to obtain the best price—in the initial pricing. 

Mr. Vinson. That is right. 

Mr. Courtney. This is the purpose. 

Now let us ask the next question: Does the cutoff—the automatic 
cutoff, with the right of the contracting officer, without notice to all 
bidders ; that is, without discussion with all bidders—well serve that 
purpose ? 

And the issue, I would think resolves itself around the question of 
contingencies. . 

Now if a bidder or a number of bidders happen to turn up in the 
competitive range, knowing that they may have their bid accepted 
automatically, the Government has no way of knowing whether or not 
there are contingencies built into the bill [sic], even in the lowest bid. 
_ So the question then is, Does the statute serve the purpose of pun- 
ishing the bidder or punishing the Government? 

Mr. Vinson. Of course, you know and I know that in every pro- 
posal made all contingencies that a fertile brain can think of are in- 
cluded in the bid. 

Mr. Courrnry. That is right. 

Now the offers of discussions, I would think, however they may be 
conducted, written or oral, would be for the purpose of the ~ on 
ination of contingencies and reducing unit costs, however the pro- 
posal is framed. 

If there is no need to do that, of course the question resolves itself. 
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But it would be difficult to believe that in a complicated bid, for 
example, where services are involved, that a contractor would not 
have protected himself against probably a rise in labor costs. 

Mr. Vinson. And many other contingencies. 

‘a Courtney. Many other contingencies that readily suggest them- 
selves. 

Mr. Kitpay. Offhand, it occurs to me this is an area where you 
can’t have rigid legislation. 

One solution might be that just before you say, “written or oral 
discussions shall be conducted,” you put in there “under such regu- 
lations as the Secretary of Defense may prescribe,” or maybe the 
Comptroller General, that he shall conduct, so as to leave it flexible 
enough that as to this commodity or this area of contracting the Sec- 
retary says, “You shall discuss it with everybody here, or with the 
low three here,” or something more flexible than the positive language 
we have here, requiring discussions in every instance and leaving it 
open to a determination by the contracting officer and review by the 
Comptroller General and all up the line. 

Mr. Courtney. May I add something here? I didn’t quite finish. 

In making the statement which I did, I was addressing myself to 
the present provisions in the regulations, rather than the particular 
language of this subsection, the purpose of which is to alter or would 
effectively alter, in some degree not yet decided, the regulations now 
existing. 

Now let’s take just a minute and go back to the regulations. In 
1957 the regulations made no provision or did not warn the offerors 
that their bids might be accepted. 

And after a hearing before this committee, the odd position in 
which the Department and the bidders found themselves was cor- 
rected to the extent that the proposals now must advise the prospective 
offerors that their bids may be accepted. 

Mr. Bates. That is right. 

Mr. Courtnry. Now the section is this, and this is section 3-805(b) 
of the regulations: 


“There are certain circumstances— 
and not specified— 


where formal advertising is not possible and negotiation is necessary. In the 
conduct of such negotiations, where a substantial number of clearly compe- 
titive proposals have been obtained and where the contracting officer is satisfied 
that the most favorable proposal is fair and reasonably priced, award may be 
made on the basis of the initial proposals without oral or written discussions, 
provided that the request for proposals notifies all offerors of the possibility 
that award may be made without discussions of proposals received, and hence 
that proposals should be submitted initially on the most favorable terms from 
a price and technical standpoint which the offeror can submit to the Government. 
In any case where there is uncertainty as to the pricing or technical aspect of 
ny proposal, the contracting officer shall not make an award without further 
exploration and discussion prior to award. Also, when the proposal most 
advantageous to the Government involves a material departure from stated 
requirements, consideration shall be givcen to offering the other firms which 
submitted proposals an opportunity to submit a new proposal on a technical 
basis which is comparable to that of the most advantageous proposal, provided 
this can be done without revealing to the other firms any information which 
is entitled to protection— 
under another section that deals with business secrets. 


under another section that deals with business secrets. 
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Mr. Vinson. What is your viewpoint about the regulation ? 

Mr. CourtNEY. Well, it covers the waterfront. 

Mr. Kitpay. Mr. Welch, you mentioned the fact that apparently 
the Judiciary Committee, in its codification, added a definition of 
“negotiation.” 

Mr. Wevcu. Yes, sir. 

Mr. Kitpay. Which is very restricted. 

Mr. Courtney. Yes, sir. 

Mr. Kizpay. We probably ought to consider amending that, to 
bring into—they have just defined a negotiation as meaning “make 
without formal advertising.” 

Mr. Wetcu. That isour problem. You see—— 

Mr. Kitpay. Let me continue, so you can discuss both of them at 
once, Mr. Welch. 

Mr, Wetcu. Yes. 

Mr. Kizpay. What would you think if we put in there, after the 
definition “to make without formal advertising,” “and under such 
regulations as the Secretary of Defense may prescribe, written or 
oral discussions” ? 

Mr. Wetcu. Well, that is what the situation is now. 

The Secretary of Defense, under that definition, which says that 
negotiations can be anything other than formal advertising, can make 
regulations which will permit them to invoke any procedure they 
want. And that is what they have done here. And this is our 
problem. 

We cannot raise any question on negotiation procedures, regard- 
less of what they are, under the law as it now stands. 

Mr. Vinson. Your position, Mr. Kilday, is that “negotiations” is 
to be more restricted in definition and more positive, and it should 
not be so contingent upon the regulations of the Department ? 

Mr. Kitpay. Of course, I don’t know what caused it. But it is 
highly suspicious that the Judiciary Committee incorporated language 
requested i" the military departments and the Department of De- 
fense, in defining “negotiation,” when this committee had not defined 
It. 

Mr. Wetcu. Well, I know that that was their position before this 
definition was put into the act, that negotiation did permit them to 
adopt any procedure they saw fit. 

r. Kirpay. It happens frequently that the Judiciary writes regu- 
lations into our law when they go to codify. It happens all the time. 

Mr. Courtney. That is right. 

Mr. Vinson. The whole objective is to try, when the field of 
Regotiation is opened up, to get the best price we can for the Govern- 
ment. And that is the objective of it. And the regulations and what 
we passed bears that in mind. 

ow, can we not, by rephrasing this, accomplish the objective, with- 
out meeting such an impasse ? 

Mr, Courtney ? 

Mr. Wetcu. We would be glad to work further with the committee 
staff on this, Mr. Chairman. 

Mr. Vinson. Go ahead, Mr. Courtney. 

Mr. Courtney. Well, I think the committee could benefit by the 
discussion very much. 
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Now, yesterday, or Wednesday, I asked Mr. Bannerman, who was 
discussing this subject when we broke up, to submit his answer or 
his observations on the question of eliminating contingencies under 
the circumstances as I described. 

And here it is: 


During the discussion of subsection (e) of the bill in the hearing on June 1, 
the question was raised as to how we can be assured, when award is made on the 
basis of contractors’ initial proposals without subsequent written or oral dis. 
cussions, that unreasonable contingencies have not been included in the price 
quotation of the most favorable offer received and, therefore, are not also in- 
cluded in the price at which the contract is awarded. 

We do not award on the basis of initial proposals without written or oral 
discussion except When we can assure that unreasonable contingencies have not 
beeu included. There may be two bases for our having this assurance: 

(1) Where there is very substantial competition in these special procurements, 
we can be sure that a price proposal which includes unreasonable contingencies 
would not be competitive or— 


This is where there are a number of bidders. 


(2) Where we have full, audited, cost experience from previous contracts for 
the same or similar item, thereby enabling us to evaluate the reasonableness of 
the prices offered. 

Furthermore, our regulation, ASPR 3-805 (b)— 


the one I just read— 


as revised in September of 1958 to accommodate the views of this committee, 
requires, as a condition precedent to award without written or oral discussion, 
that the request for proposals must put all offerors on notice that award may be 
made without any discussion of the proposals received and, hence, that pro- 
posals should be submitted initially on the most favorable terms from a price and 
technical standpoint, which the offeror can submit to the Government. 

In sum, by limiting the use of this procedure to situations where (1) all of- 
ferors are warned to quote their best prices initially, and (2) very substantial 
competition is available, or (3) extensive prior audited cost experience is avail- 
able, we can assure, even though award is made without written or oral discus- 
sions, that we are not paying for any unreasonable contingencies. 

Mr. Bamey. Mr. Chairman, may I mention just one case that il- 
lustrates an action that took place along these lines, that may be help- 
ful to the committee ? 

Mr. Vinson. All right, let’s hear it. 

Mr. Battery. This case involves a project that was initially adver- 
tised by the Corps of Engineers. The quotations of the four bidders 
who responded were all found to be substantially in excess of the statu- 
tory limitation when the bids were opened on December 20, 1955. 

The engineer district informed the four bidders by telegram that 
their bids were rejected as not legally responsive, in that the bids on 
the housing units exceeded statutory limitations. 

In the telegram the bidders were informed also that proposals for 
negotiated procurement. of this work were being solicited to be pub- 
licly opened on December 29, 1955, and that the proposals would be 
based on the same specification and drawings. 

In the contractors’ subsequent proposals for negotiated procure- 
ment, costs were changed between line item in the proposal in order to 
indicate their compliance with the legislative limitation. 

The lowest bidder under the advertised bid procedures also submitted the 
lowest proposal for the negotiated contract, even though he increased his quota- 
tion by $19,418. The three higher bidders decreased their quotations by $15,920 
and $40,787 and $91,903, respectively. 

The contract was awarded to the lowest bidder on February 17, 1956, without 
further negotiation with any of the offerors under the negotiated proposal. 
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The Department of the Army justified this action on the basis that 
the lowest proposal was 7 percent below the Government estimate 
and was within 2 percent of the other three proposals and was con- 
sidered fair and reasonable. 

Now, in this case the offeror increased his price, but they still didn’t 
negotiate with him in order to bring his price down to what he had 
onginally offered to do it for when the procurement was advertised. 

Mr. Bares. Of course, that gets right to the very heart of this 
matter. 

What we are trying to do is legislate judgment, and you just cannot 
do it. ' 

Obviously, someone offered on an advertised bid a price of $19,000 
lower than the one that was negotiated. And there is a fellow that 
didn’t exercise very good judgment, 

Mr. Battery. This is true, Mr. Bates. 

Mr. Bares. You can write law all day long and you are not going to 
make him any smarter. 

Mr. Vinson. Well, suppose you, Mr. Courtney, you and Mr. Welch, 
try to work out some proper 5. ag tgs 

The objective, I don’t think, is in dispute at all, It is the wry 
dlogy and trying to bear in mind that we are trying to see that the 
Government gets a fair price for the article it has to buy. We don’t 
want anybody to give anything to the Government, but we want the 
Government not to have to pay exorbitant prices for the articles they 
buy. 
Mr. Kitpay. In the case you mentioned there, did that contracting 
oficer ever make any explanation as to why he did that ? 

Mr. Battery. Well, they were in a hurry to get the contract nego- 
tiated before a deadline. 

Mr. Vinson. All right, let’s take the next one. 

Now, with that understanding, Mr. Courtney, you and Mr. Welch 
se if you can work out something, bearing in mind the regulations. 

Now, let’s see. Go to your next section. 

Mr. Courtney. Mr. Chairman, there was a further question raised 
in the discussions with the Department as to whether or not certain 
categories of purchases ought not to be excepted from the provision. 

r. Vinson. I think there is no dispute that perishables, number 
(9) of the regulations [sic], should be excluded from this section. 

Mr. Courrney. Perishables, number (9). 

Mr. Vinson. That is right. 

Mr. Courtney. Which seemed to be by definite agreement—not 
within the scope of this proposed section. 

Mr. Kipay. The language would not prohibit negotiations as to 
prishables, but would simply not require it. 

Mr. Courtney. That is right; and the other one had to do with 
professional services. 

Mr. Vinson. That is right. That is in the same category as 
perishables. 

Mr. Courtney. And which also covers educational institutions. 

In brief, categories (3) and (4) of the exceptions were specifically 
mentioned. 

Mr. Vinson. All right. 

Now go to section (#) 
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Mr. Courtney. Section (f) begins on the bottom of page 3, line 22: 

(f) The second sentence of subsection 2306(a) is amended by substituting 
*in) SOC he). 

yi AN eention 2306 is amended by adding a new subsection as follows: 

“(f) No contract negotiated under this title shall contain a profit formula or 
price redetermination provision that would allow the contractor increased fees 
or profits for cost reductions or target cost underruns resulting from causes 
other than those which the contractor can clearly and completely demonstrate 
are due to his skill, efficiency, or ingenuity in the performance of such contract.” 

Mr. Vinson. Well, of course, the Department is very much opposed 
to that. That goes to the very heart of the incentive contract. 

Now, what is your comment ? 

Mr. Wetcu. Ours, Mr. Chairman ? 

Mr. Vinson. Yes, sir. 

Mr. Courtney. Your comment. 

Mr. Wetcu. Our formal comment is this 

Mr. Vinson. Where is that in your statement ? 

Mr. Wetcu. Yes, sir; on page 9, middle of the page. 

Mr. Vinson. All right, good. Go right ahead. 

Mr. Wetcu. Section (g) would add a new subsection to section 
2306 prohibiting the negotiation of contracts containing profit 
formulas or price redetermination provisions allowing the contractor 
increased fees or profits for cost reductions or target cost underruns 
resulting from causes other than those which the contractor can 
clearly demonstrate are due to his skill, efficiency, or ingenuity in 
performing the contract. 

Where sufficient reliable information is not available to make it 
possible for the parties to negotiate fair and reasonable firm fixed 
prices, pricing clauses providing for adjustment of the price after 
cost and production experience have been gained should be used. 

One type of negotiated contract that has caused considerable diff- 
culty in establishing fair and reasonable prices is the fixed-price- 
incentive type. 

This type of contract provides for the initial negotiation of an 
estimated target cost, target profit, ceiling price, and a final profit 
formula which provides for the contractor to participate in any sav- 
ings resulting free reductions of costs below the target cost or in 
any losses from increases above target costs. Its objective is to give 
the contractor an incentive to reduce his cost of performance since his 
profit is increased thereby. 

Our audits have disclosed that some target prices have been excessive 
because of the negotiating parties’ failure to base target price estimates 
on current cost information available to the contractors or their sup- 
pliers. In certain instances, both the target prices and subcontract 
prices on which the target prices were based were excessive because 
prime contractors were either reluctant or failed to examine the cost 
records of their suppliers or they did not require submission of cost 
information in support of proposed prices. 

Under the fixed-price-incentive type of contract, when negotiated 
target costs are not forecast with reasonable accuracy, cost underruns 
may be due to the initial overestimates of cost and not to the efficiency 
of the contractor. Thus, the additional profits paid to the contractor 
under the profit-sharing arrangement are in the nature of a wind- 
fall rather than earned profits. 
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We therefore believe that Congress should consider the desirability 
of restricting payment of incentive profits to a participation in those 
savings that result from actual accomplishments of the contractor, as 
contemplated by section (g) of the bill. 

Mr. Bares. Well, that is what we are doing here. We are consider- 
ing the desirability. But what do you have to say about how the 
thing can possibly work ? ; 

I think it.is a laudable goal. The question is, can we write legis- 
lation that will accomplish the purpose which we have in mind ? 

Mr. Vinson. Well, we can try, anyhow. We can say to the con- 
tractor, “If you can show by your skill, efficiency, or ingenuity, you 
have been able to reduce the article, then we wien you a bonus.” 

Mr. Wevcu. Mr. Bates, we feel that this section (g), as we have 
composed it, would accomplish that purpose. 

Mr. Bares. You mean in the bill? 

Mr. Wevcu. In the bill, yes. 

Mr. Bares. Well, let’s take a situation, now. 

“His own ingenuity and his own efficiency.” What does that mean ? 

What if you have—take your own procurement officer in a big 
company. Now, he is going to buy some stuff from the outside. 
Now, if he gets around there and gets a better price, is that ingenuity 
and efficiency, or is it not ? 

Mr. Wetcu. Well, looking at it another.way, I think it would be 
easier to determine the overrun that was due to overestimates, to 
begin with. That wouldn’t be too difficult to ascertain. 

Mr. Baitry. No. 

I think in your answer to your question, specifically, Mr. Bates, I 
think if he does come up with a better source of supply than he origi- 
nally had under the contract, and this source of supply is able to do 
the job at a cheaper price, that this would be attributable to his effi- 
ciency and ingenuity. 

Mr. Bares. Then, what would you not include? 

Mr. Battery. I think the type of thing that Mr. Welch has men- 
tioned, where it is evident upon reexamination of what the contractor 
did in terms of what it was estimated he would do that this was 
simply something that wasn’t forecast. This would be the type of 
profits that he would not share in. 

We have submitted to this committee—— 

Mr. Vinson. If the target price was so positive as to be correct, 
based upon audit, it might not be warranted to have a section of 
this kind. 

But in view of the fact that the target price is an estimate, pure 
and simple, and it is so broad and hasn’t been pinpointed to the sat- 
isfaction of anyone, we should have some kind of restriction so as 
not to bring about the payment of a bonus on things that had no 
relation whatsoever to skill, efficiency or ingenuity, but just because 
he raised his estimate cost higher. 

_Mr. Wexcu. In other words, we could be positive about the exces- 
= profits that were made which resulted from initial overestimates 
of cost. 

We submitted many reports—— 

Mr. Battey. Many report to this committee, as well as the other 
cognizant committees. 
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Mr. Wetcu. Outlining the cases, and it is that type of excessive 
profit that this provision is designed to preclude. 

Mr. Vinson. This is the very heart of the bill. This one section 
is the most important section in the bill, as I interpret it. 

Mr. Courtney, what have you to say ? 

Mr. Courtney. Well, on this point I wanted to draw the committee's 
attention to the cases that were submitted by the Comptroller, in 
observing the operation of the incentive contract, particularly to the 
cases in which the subcontractor prices were not properly either under. 
stood, known, evaluated or what have you, in the fixing of the target 
price during negotiations, either through suppression or failure to act, 
or many reasons. 

Now, I think it proper to call attention to the fact that now the Air 
Force, and I guess the Navy Department, are requiring what amounts 
to a certification by the contractor, that is, the prime contractor, of 
his subcontracting prices as used in negotiations. 

Now, this is not all virtue, and it may not all be as effective as it is 
indicated, but it is a step in the direction of pointing up the difference 
between cost reductions by formula and cost reductions in fact. 

Mr. Vinson. That is right. 

Mr. Bares. Then I think that is the approach to this type of thing. 
Because you know what you are doing. 

But if you are going to freeze this situation so that if a contractor 
is set in his price with the subcontractor and he can gain no benefit 
from it, he is not going to waste his time trying to get a lower price 
from that subcontractor. And therefore, the Government loses. 

Now, if through this other approach they come up with more definite 
figures ahead of time, then ie that is the way to get at this thing. 

Mr. Battery. Well, Mr. Bates, if the contractor does take this action 
to get lower prices from his subcontractors, then he can demonstrate 
it was due to his efforts that the price was reduced. 

Mr. Vinson. That is right. That is because of his efficiency in 
doing business. 

Mr. Batter. And he should share in that type of a profit. 

Mr. Bares. Then how are you going to determine it? 

I think everybod is in favor of the goal, that nonrecurrent incre- 
ments shouldn’t be as 2 into profits. 

Mr. Battery. Mr. Bates, at the conclusion of the contract, the serv- 
ices and the contractor get together to negotiate what are the final 
costs. At that time it would seem to me that under proper contract 
provisions the contractor could come in with his statement showing 
the savings and the actions that he took which enabled him to underrun 
the target cost. 

Mr. Bates. Now, how about the overruns? 

Mr. Battzy. The overruns I think would have to be taken care of 
in some sort of similar manner, under a contract provision which 
would permit consideration to be given to the equities. 

Mr. Bares. If it is fair one way, it should be fair the other way. 

Mr. Battey. I think this is so. 

Mr. Vinson. Mr. Courtney, what is your answer? 

Mr. Courtney. That seems, Mr. Chairman, what Mr. Bailey has 
said, to narrow the issue to a matter of whether or not this should be 
declared by statute. 
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’ Mr. Vinson. What? 
Mr. Courtney. Whether or not this policy or principle, whatever 
ou want to call it, should be declared in a statute or whether it should 
be a matter of contract. 

Mr. Vinson. Well, you shouldn’t try to get around the word “incen- 
tive,” now, because the committee knows it and the Department knows 
it, by that kind of word. 

Now, we are in this kind of a situation. This is a contracting pro- 
cedure that has been going on for some time. 

I don’t think we can, b the facts that have been submitted here 
and notwithstanding the fact that the Army doesn’t use this form of 
contract at all—I don’t think we would be on sound ground to try 
tooutlaw it. And we have to live with it. 

So in living with it, let’s make it effective by giving the bonus, and 
when it is demonstrated that skill, efficiency and ingenuity brought 
about the underrun of the estimate. 

Mr. Bares. There is no argument on that point. 

It is the question of how it is going to be determined. 

Mr. Kitpay. Of course, we have been through a long period here 
of subcontractors complaining about the prime contractor chiseling 
them down, and so on. 

Mr. Vinson. That is right. 

Mr. Kizpay. We had a bill, or did have a bill pending here for a 
long time, trying to take care of that. 

Mr. Wetcu. Yes. 

Mr. Kitpay. Under the existing incentive-type contract, if he gets 
the price down in any manner at all, he shares in the percentage of 
the cost saved. 

Mr. Wevcu. Right. 

Mr. Kizpay. I mean the percentage of the saving. 

Mr. Vinson. Yes. 

Mr. Wevcu. That is right. : 

Mr. Kitpay. Even though he has brutally beaten down the supplier, 
or the subcontractor. 

Mr. Vinson. That is right. 

Mr. Kixpay. Even then, if we take that out, he is not going to beat 
them down any more. Weare going to have to give it i hin anyway. 

Mr. Vinson. Then he shouldn’t get the contract. 

Mr. Kwpay. I would think this language should be worked around 
where it wouldn’t be so rigid, but where it would be more taking into 
consideration these elements that you have mentioned, namely in- 

enuity, and so on, so as to give some guidelines to people who are 
oing this final negotiation as to what the cost actually was which 
was the result of the contractor’s effort and which was not. 

Mr. Vinson. Well, that may be a wise suggestion. 

So, as it comes from a good source we will ask Mr. Kilday to devote 
his time to getting the proper language. 

Mr. Kitpay. I withdraw my statement. 

Mr. Vinson. We are cautious in everything we are doing here on 
this matter. And we want to do something worth while. That is the 
reason for the free and frank discussion. 

Now, you consult with Mr. Kilday, Mr. Welch, and try to help us 
on this section. 
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Mr. Kivpay. Mr. Chairman, you remember when our old and dearly 
beloved Ewing Thomason was here ? 

Mr. Vinson. Yes. 

Mr. Kitpay. He always said, “You have to teust somebody.” And 
all morning that has been going through my head, of trusting some. 


Mr. Vinson. It is true we want to trust someone, but at the same 
time we don’t want to have too much judgment without some restric- 
tive field in which the judgment is applied. 

Now, like it is now, as pointed out by the renegotiation chairman, 
why, anything that has no relation to bringing about better manag. 
ment can be used as a basis for the incentive bonus to be paid. And 
that is wrong. It ought to be confined and brought down. 

Of course, as I said, I don’t think we would be on sound ground if we 
reached a decision to outlaw the incentive contract. Because we just 
can’t, probably, do so. 

But nevertheless it ought to be restricted, by some type of—making it 
an incentive, and not just a bonus. 

Because you set a target price so high, and without any audit. It 
has been clearly demonstrated here it is purely an estimate. And you 
have no other way to determine. 

Of course, any man is in business to make profit. That is all right. 
And he is going to make a good bargain every time he can. 

So unless he is held down, he is going to put a great many contingen- 
cies in it, and the estimates are going to be so uncertain. And he is 
bound to produce it a great deal less than he first estimated he can 
do it. And the rest goes into his pocket. And there you have the 
right definition of a “windfall.” 

Just to show what happened, now—— 

This is off the record. 

(Further statement off the record.) 

Mr. Rivers. Of course, Mr. Chairman, that is the way business does 
business. 

Mr. Vinson. I know. 

Mr. Rivers. You take, on these contracts for the construction of 
highway bridges, Mr. Welch; every highway bridge that you see 
built all over the country—and even these big corporations, they have 
a bonus and a penalty on most of them. 

I mean, you develop incentive on any large contract. Incentive 
develops as you go along. It is like the first automobile that comes 
out in a new model. When you get to the tail end of them, they can 
roll them off with their eyes shut. 

Mr. Vinson. As it is today, the incentive is to make the estimated 
target price so high you can’t do anything except reaping a reward. 

Now, we are going to have the aid of Mr. Kilday and all, not only 
on that section but with the other sections. 

With that understanding, we are going to try to work out language. 
And on that basis, I am satisfied the hens are going to hatch out a 
worthwhile egg. And we will proceed on that basis. 

Mr. Bates. I would just like to say I totally agree with every 
generality you made. 

Mr. Vinson. Thank you. 
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Mr. Bates. Every generality. When Mr. Kilday and the Comp- 
troller General and the rest of them get down into specifics, what 
are we going to count and what are we not going to count? 

These people that are to enforce this !aw have to have some guid- 
ance. And I haven’t seen any indication at this hearing, or the pre- 
yious one, as to what should be counted and what should not be 
counted. 

Mr. Vinson. Well, in that connection, why wouldn’t it be the proper 
thing that the Department would follow it up with a regulation as 
to what area would be taken into consideration, as to the “skill, ef- 
ficiency, and ingenuity”? 

Mr. Bares. This is a reflection of our judgment, our law, and I 
think they ought to know what we think. And I am sure I don’t 
know what I think, when I read this thing. 

I don’t know how you would ever expect anybody who is going to 
negotiate this to come to any decision. It is going to be all things 
to all people. 

So I would like to see a set of specifications be drawn up. Let’s 
analyze these things and see what we think about it. 

Mr. Vinson. We can put that in the report. 

Mr. Bares. But there is no legislative history being developed here 
that will aid anybody. 

Mr. Vinson. We will try to aid them by a legislative statement, 
in the report. 

Mr. Bates. That is not enough. 

I think we ought to get Mr. Courtney to talk to somebody and find 
out what these folks have in mind specifically, and then let’s analyze 
these particular situations. 

We all agree on the generalities.. We don’t want anybody getting 
windfall profits. But are they windfall profits? And if you are 
going to have the minuses, you are going to have to have the pluses, 
too. I think all of that must be resolved here. 

Mr. Vinson. I think we made progress on this, because Mr. Kilday 
is going to help us on this. 

Mr. Kizpay. Of course, if I submit anything at all, I have dis- 
charged my obligation. 

Mr. Vinson. All right. Now let’s take section 2310(a). 

a” I want to say this is the heart of the bill, that section right 
there. 

Mr. Bares. The one we passed ? 

Mr. Vinson. No. No. 10. 

Go ahead, Mr. Courtney. 

Mr. Courtney (reading) : 

Section 2310(a) is amended to read as follows: 

“(a) Determinations and decisions required to be made under this chapter 
by the head of an agency may be made for an individual purchase or contract 
or for a class of purchases or contracts.” 

Now the section follows on. It is all related. 

Shall I continue with it? 

Mr. Vinson. Go ahead and read it. 

Mr. Courtney (reading) : 


Section 2310(b) is amended to read as follows—— 
Mr. Vinson. Wait. Let’s don’t read further. 
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Now that subsection (b) there relates to finality of decisions, (a) 
through (b) ; does it not, Mr. Courtney ¢ 

Mr. Courtney. This relates to the authority of an agency head to 
authorize and to pass on the determinations which he has made to 
classes of articles being purchased. 

Determinations and decisions required to be made under this chapter by the 
head of an agency may be made for an individual purchase or contract or for 
a class of purchases or contracts. 

And that is the end of that portion of the section, Mr. Chairman, 

Mr. Vinson. Allright. That uses the general language in summing 
it up. All right. 

Go ahead. Let’s take each one. 

Mr. Courtney. Now the second portion is: 

Section 2310(b) is amended to read as follows: 

“(b) Each determination or decision under clauses (11)—(16) of section 
2304(a), section 2306(c), or section 2307(c) of this title shall be based on a writ 
ten finding by the person making the determination or decision, and such findings 
shall set out facts and circumstances which (1) are ciearly illustrative of the 
conditions described in clauses (11)—(16) of subsection 2304(a), or (2) clearly 
indicate why the type of contract selected under subsection 2306(c) is likely to 
be less costly than any other type, or (3) clearly indicate why advance pay- 
ments under subsection 2307 (¢c) would be in the public interest.” 

Mr. Vinson. Now let’s stop right there. 

Now, go back to the law and let’s get those sections and see what 
those sections (11) to (16) say. 

Mr. Courrney. (11) through (16), Mr. Chairman, are the excep- 
tions which, generally speaking, require agency head determinations 
or specific findings. 

Mr. Vinson. Now, my recollection was that the Department went 
along with certain ones of them and certain ones they did not go along 
with, the language in the bill. 

Mr. Courtney. That is right. 

Mr. Vinson. Now, which ones did they object to! 

Mr. Courtney. I will have to take the thing section by section, Mr. 
Chairman. 

Mr. Vinson. Well, let’s get his statement back here. 

Mr. Courtney. I think it might be interesting to have the Comp- 
troller’s statement of the reason why this section was drawn and the 
way in which it was, before we go into that. 

Mr. Lanxrorp. Does the Department object to it ? 

Mr. Courrney. The Department takes a general objection, and 
specific objection in certain instances. 

I think it would help here if you were to hear the Comptroller's 
statement. 

Mr. Vinson. All right. sal 

Mr. Courtney. But, first, may I finish the section? Because it 18 
apropos under the same section. 

Contracts negotiated under clauses 2, 4, 5, 6, 7, 8, 9, 10, 11, 12, 13, and 14 
of section 2304(a) shall be supported by a written finding setting out facts and 
circumstances sufficient to clearly and convincingly establish that use of formal 
advertising would not have been feasible and practicable. Each determination, 
decision, and finding required by this subsection shall be kept available in the 
agency for at least 6 years after the date of execution of the contract to which 


it applies, and a copy thereof shall be submitted to the General Accounting 
Office with each contract to which it applies. 
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Now, Mr. Chairman, the Department’s comments were specific as 
to many of the sections and a general objection to the lack of finality 
of decision. 

The comment commences on page 11 of Mr. McGuires statement. 

Mr. Vinson. All right. 

Mr. Courrnry. Now, the General Accounting Office has a comment 
which has thus far not been heard. 

Mr. Vinson. All right, members of the committee, let’s read the 
Department’s comment. 

Mr. Wetcu. Well, we commented on sections (h) and (i) at the 
bottom of page 1 in connection with our comments. We said that sec- 
tion (a) of the bill should be read with sections (h) and (1). Thus, 
section (a) of the bill would amend section 2304(a) of title 10 to 
specifically require the use of formal advertising in all procurements 
where such use would be feasible and practicable. And to aid in 
accomplishing this objective, section (i) of the bill would amend 
section 2310(b) to require additional findings, setting out sufficient 
facts and circumstances to clearly indicate that use of formal adver- 
tising would not be feasible or practicable, before negotiation would 
be authorized under certain of the so-called exceptions to formal ad- 
vertising in section 2304(a). Additionally, sections (h) and (i) of 
the bill would delete the present provisions of section 2310 which 
give finality to decisions, determinations, and findings on certain 
negotiated contracts. 

hese amendments are designed primarily to correct, if possible, 
the trend toward use of negotiation, rather than formal advertising, 
inthe procurement of our defense needs, 

Mr. Vinson. Well now, of course, that objective is that of the 
committee, too. That is the objective of the a all which is, so 
far as possible, to have as much competitive bidding and formal ad- 
vertisement as possible. 

Of course, we all recognize that we have to pass some exceptions. 

Now, in granting the exceptions, we want to restrict them as much 
as possible, without undue paperwork and hardships and all of that 


type. 

Now, let’s see, have we accomplished.the objective without throwing 
an additional millstone around the Department ? 

Mr. Wetcu. Well, we look at it this way : 

First, we call for a positive requirement for advertising where 
advertising would be appropriate, even though the procurement could 
be fitted under one of the exceptions. 

Secondly, we say that when they do use one of the exceptions to 
negotiate, they should support their action by clear and convincing 
findings showing why. 

_ Mr. Vinson. trom, they raised the question of a clear and convinc- 
apeting. 

ow, that would be not their judgment but your judgment. 
_ Now, that is the trouble about that, from their viewpoint, would 
It not be? 

Now, they say—and of course the statute is full of where decisions 
are made by the Department that are final and conclusive and cannot 
even be questioned = the Comptroller. And I think in some cases 
that is exactly right and the proper way. 
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Now, when they do this, from the langu 
you could question their judgment. go 
finality of the matter. 

Now, we don’t want to get into that phase. 

Mr. Wetcu. No, sir. 

Mr, Vinson. We can’t let you get in there and have you say, “Well, 
you reached the wrong judgment.” Because we are clothing these 
people with the power to make the judgment, and the judgment must 
6 final and conclusive, or else there would be no end of judgments, 
Everybody would say, “Well, that is his judgment, let me have my 
judgment.” 

Mr. Wercu, On the other hand, there isn’t any point in requiring 
clear and convincing findings if the findings that are made are going 
to be final and not subject to question, 

Mr, Vinson. Well, you see, you are asking here that you step in 
the door and pass your judgment on their judgment. You bog your- 
self down if you do that, 

Mr. Weicn. We don’t feel that that would present any serious 
problem, We already, and for years, have had the authority to 
question advertising procedures. Yet we have not brought about any 
chaotic results as are referred to by the Defense people. 

We don’t question their action, except in cases where, as I said 
before, it is clearly erroneous, arbitrary, or capricious, or not supported 
by substantial evidence—the test that usually is applied in law with 
neggest to findings of judgement. And those instances are rare. 

But the important thing is that a salutary purpose would be served 
by the very fact that if there are abuses we could question them. 

Mr. Rivers. Let me ask the counsel a question. 

Say this man determined, made the determination and put it in 
writing, and you pinpointed the man involved, Of course; one good 
thing with this thing is you keep the man from passing the buck. 
You know who made the decision. 

Mr. Wevcou. That is right. 

Mr. Rivers. That is a favorite pastime in certain areas, 

But say he made the decision and signed his name to it and advanced 
the reasons therefor, which didn’t meet with your approval. Would 
that put you in the administrative end, the veto, or where would that 


age of the present bill, why, 
there never would be any 


put you? 

Mr. Wercn. If the finality provision is deleted, it would put us in 
a position where we could question the validity of the finding. But 
in order to question it, we would have to find that it was arbitrary, 
capricious, fraudulent, not supported by substantial evidence——— 

r. Vinson. You could find those things, 

Mr. Rivers. You could, if you set out to do anything. 

Mr. Vinson. I think everybody that don’t agree with my opinion 
is, automatically, not aware of the situation. |Laughter.] 

Mr. Rivers. Arbitrary. 

Mr. Vinson. And arbitrary. [Further laughter. ] 

Mr. Rivers. I think so, too. 

Certainly, unreasonable. [Further laughter. ] 

Mr. Kizpay. I have noticed that. [Further laughter. ] 
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Mr. Vinson. Here is what we said on that. And they made a 
good point, This is the report of the Armed Services Committee, 
when we wrote this bill. 

The committee has given careful consideration to the troublesome question 
of finality of agency determinations and decisions, In a limited number of 
situations-—those where the bill provides for a determination or decision by the 
agency head, as that term js defined in the bill, subject to the right of delegation 
provided in section 7—the determinations and decisions of the agencies are final 
and not subject to be invalidated or challenged by the Comptroller General or 
the courts. In the remaining situations, the committee regards as desirable 
the existence in the Comptroller General of a power to examine and question 
contracts so long as that power is exercised judiciously and with restraint, and 
does not lead to a substitution of the Comptroller General's judgment for the 
judgment of the agency head, The latter gives rise to the extremely unhealthy 
condition of in effect shared authority without shared responsibility, It also 
gives rise to delays and undesirable uncertainities as to legal status, It is the 
considered view of the committee that where the agency acting in good faith 
makes a determination or decision reasonably supported in fact and law, such 
determination or decision should be final, Stated in another way, the committee 
is firmly of the view that the determination or decision by the agency should stand 
unless it is clear beyond reasonable doubt that the decision or determination is 
unlawful, The finality provisions contained in section 7 of the bill would achieve 
these results, 

Tosum up, it doesn’t look like, to me, you should be delving into that. 

Mr. Kilday, did you want to say something ¢ 

Mr, Kitpay. No, 

IT was just wondering if the principal virtue in your proposal isn’t 
that it makes it so hard to award a negotiated contract that they will 
just go ahead and advertise anyway. By the time they have made all 
these findings and everything, it probably would be easier for the con- 
tracting officer to award it on a competitive bid, 

Mr, Weicu. Well, Mr. Chairman, we look at it this way. 

As I say, the fact that we would have the authority would serve a 
very good purpose, 

We receive many protests from bidders who feel that they have not 
heen treated fairly; that they should have been awarded a contract. 
But someone else is given the contract and they come to us. We say, 
“Well, under the law, since this is a negotiated procurement, and the 
administrative findings are final, we can’t help you.” 

And we don’t believe that this is a healthy situation. We know from 
our experience in the advertising area that bidders should have an 
independent forum to which they can come to have their grievances 

eard, 

It is necessary to good procurement to maintain the confidence of 

rs. 1eir only redress 1s xo bac 1¢ Department who 
bidders. If tl ly to go back to the Department wl 
made the decision against them they don’t feel that they have been 
treated very satisfactorily. 

Mr. Bares. What makes you think that is the only redress they have? 
I get letters every day inthe week. [Laughter.] 

And we chase them down. And they better have good answers. 

Mr. Vinson. You answered Mr. Kilday’s question in your own state- 
ment when you said this: 

These amendments are designed primarily to correct, if possible, the trend to- 
ward use of negotiation rather than formal advertising in the procurement of 
our defense needs. 


y 
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Now, the objective of these sections is to make it more difficult to 
have a negotiated contract. Because that is just exactly what you 
said there. It puts you in the position of agreeing with—— 

Mr. Rivers. Vetoing. 

Mr. Vinson. Vetoing a negotiated contract, if in your judgment it 
did not offer sufficient ground to convince you that a negotiated con- 
tract should be used instead of an advertised contract. 

Mr. Bates. Do you have any cases? 

Mr. Vinson. While we must have as much advertising as possible— 
we are trying to do that, but we must not bring you into an administra. 
tive area. Your function is not, as I see it, to be in that area at all. 
Your function is along—and when they make a judgment, that judg- 
ment should be final. 

This statement we read—you read it here. It is a very magnificent 
statement. 

I don’t know w ho wrote it, but nevertheless I am proud to see it is 
quoting the language of the Armed Services Committee. They picked 
it right up and put it on our doorsteps. They said, “This is what 
you said, then stand by it now.” 

Now, let’s go to the next section. 

Mr. Bares. How do they separate, Mr. Welch? It has never been 
clear in my mind. I suppose it is under specific laws. But you are 
always exercising review authority on the disbursing officers for gen- 
eral accounts and advances, as to whether they specifically follow the 
rule and the laws in the disbursing of funds. 

Mr. We cu. Yes. 

Mr. Bates. So you must exercise a judgment. 

Now, yours is not just on obvious errors. Don’t you also exercise 
a judgment as to whether it should be done in this fashion or that 
fashion ? 

Mr. Wetcu. Well, we can only disallow credit for an expenditure 
upon a legal basis. There has to have been an illegal payment for 
us to do that. 

Mr. Battey. We doreport them, Mr. Bates. 

Mr. Vinson. It is my understanding the Department has no objec- 
tion to certain phases of this. 

Mr. Courtney. You mean in the next section, Mr. Chairman—— 

Mr. Vinson. I mean, in 2310(b) there were certain things they sug- 
gested in their statement, did they not, if I remember correctly ? 

Mr. Sanpwec. Yes, that is right. 

ei Courtney. There were some things to which no objection was 
made 

Mr. Vinson. All right, we will accept that, to which they agreed 
with us. We willsee what they are. We will study this section again. 

All right, now, take subsection (j). 

Mr. Courtney. This, Mr. Chairman, is not objected to in any great 
degree. It isa very simple objection to it by the Department. This 
amends the delegation authority. It is line 15, page 5, of the bill: 

The head of an agency may delegate, subject to his direction, to any other 


officer or official of that agency, any power under this chapter except the power 
to make determinations and decisions under section 2306 (c)— 


that is “likely to be less costly” — 


and under clauses (11)—(16) of section 2304(a) of this title. However, the 
power to make a determination or decision under section 2304 (a) (11) of this 
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title may be delegated only to a chief officer or official of that agency who 
is responsible for procurement, and only for contracts requiring the expenditure 
of not more than $100,000. 

Now, section (11), that is exception (11) authorizing negotiated 
purchases, has to do with experimental research and development pro- 
posals. | . 

And to point the thing up quickly, Mr. Chairman, the difference 
with the Department on this bill relates to the officer to whom the 
delegation can be made. 

And the Department proposes that instead of a chief officer or official, 
the determination merely involves a finding that the contract is in fact 
one for research and development. 

Accordingly, it is recommended that the second sentence of the pro- 
posed subsection, that is, the second sentence, be revised to read : 


However, the power to make a determination or a decision under section 
2304 (a) (11) — 


which is the research and development section of this title— 


may be delegated to any other officer or official of that agency for contracts 
requiring the expenditure of not more than $100,000. 

Mr. Vinson. What do you say tothat, Mr. Comptroller ? 

Mr. Wevcu. We don’t have any objection to that, Mr. Chairman. 

Mr. Vinson. All right. 

Now, I want to thank the Comptroller’s office for the valuable aid 
and assistance you have rendered this committee. 

I find myself pretty well in agreement with a great many things you 
put in here. 

We will study this section about the finality a little bit closer. And 
we will try to polish up about the incentive contracts. 
sai think we are in complete agreement on every other phase of the 

ill. 

Also, we will restudy “written and oral discussions.” 

You have been of great aidtous. And I think we are going to write 
something that is going to be a credit to the committee and of aid and 
assistance to the Department and to people doing business with the 
Department. | 

‘But: the American Manufacturers Association [sic] and the steel 
eagle aan it? 

Mr. Courtney. No, Mr. Chairman, there was a statement filed by 
the American Society of Civil Engineers. And I can sum up their 
objection, perhaps, in one line. 

They are opposed to any restrictions, such as proposed, in the em- 
ployment of professional talent. We have discussed that. That is 
section 4, 

Mr. Vinson. All right. 

Mr. Courtney. They would ask that their statement be made a part 
of the record. 

(The statement follows :) 

AMERICAN SOCIETY OF CIVIL ENGINEERS, 


May 27, 1960. 
Hon. Cart Vinson, 


Chairman, Special Subcommittee on Procurement, Armed Services Committee 
of the House of Representatives, Old House Office Building, Washington, D.C. 
Dear Mr. CHAIRMAN: We understand that the Special Subcommittee on Pro- 
curement will hold hearings on H.R. 12299 on May 31. In the absence of Dxecu- 
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tive Secretary Wisely, we wish to express the society’s opposition to this bill 
which. in its present form would, as a practical matter, preclude an agency from 
awarding a contract for professional services, including engineering services, on 
any other basis than that of price. 

Section 2304(a) of title 10 of the United States Code provides that the head 
of an agency may negotiate purchase or contracts for property or services, if 
the purchase or contract falls within 1 of 17 defined categories. Under sub. 
section 4 of section 2304(a) of title 10, the head of an agency may negotiate a 
purchase or contract if “the purchase or contract is for personal or professional 
services.” 

The reasons for this exception are discussed in the report of the Committee on 
Armed Services on the Armed Forces Procurement Act of 1947. See House 
Report No. 109, 80th Congress, 1st session, page 17; see also Senate Report No, 
571, 80th Congress, 1st session, pages 2-3. 

H.R. 12299 would subject an agency having authority to negotiate a contract 
for personal or professional services to the requirement contained in the pro- 
posed new subsection 2304(g) that it solicit proposals “from the maximum 
number of qualified sources consistent with the nature and requirement of the 
supplies or services to be procured * * *.” The same proposed new subsection 
(g) would also require the agency to conduct written or oral discussions “with 
all responsible offerors who submitted proposals within a competitive range, 
price and other factors considered.” 

While we are not altogether clear as to what is meant by the phrase “con- 
sistent with the nature and requirements of the supplies or services to be pro- 
cured,” it appears to us that a contracting officer might feel obliged to call for 
proposals for professional engineering services. Further, it appears that this 
proposed new subsection of section 2304 envisions the submission of priced 
proposals. 

A second ground for concern is found in section 2310(b) of H.R. 12299 which 
would require the contracting agency to justify his negotiation of a contract for 
personal or professional services by “setting out facts and circumstances sufficient 
to clearly and convincingly establish that use of formal advertising would not 
have been feasible and practical.” In our opinion, this requirement in section 
2310(b) of H.R. 12299 would practically insure that the vast majority of con- 
tracts for professional services would be awarded solely on the basis of price. 
The reasen this would follow is set forth in the report of the Senate and House 
Committees on Armed Services referred to above. Quoting from Senate Report 
No. 571, 80th Congress, Ist session, pages 2-3, “Should he (the contracting officer) 
make an award * * * to someone other than the lowest bidder, he is immediately 
placed on the defensive and must justify his action * * *. This attitude has 
had the only result which could be expected—the award of a contract in a purely 
mechanical way to the lowest bidder without exercise of judgment or discretion 
on the part of the purchasing officer. The committee is firmly of the opinion that 
it is not in all cases the best way to conduct a business.” 

It is the position of the society that this is never the best way to obtain pro- 
fessional engineering services. 

The competent practice of a profession involves creative intellectual ability. 
No two engineers, for example, can be expected to render identical services. 
An engineer who has no skill, experience, or technical knowledge can underbid 
an engineer who possesses the skill, experience, or technical knowledge required 
for the job. What usually amounts to a very small apparent saving when the 
contract is awarded solely on a price basis is almost certain to be lost many 
times over as a result of inferior conception and design and added costs of 
construction, operation, and maintenance. 

It is for this reason that the code of ethics of the American Society of Civil 
Engineers provides that it shall be considered unprofessional and inconsist- 
ent with honorable and dignified bearing for any member of the society to 
participate in competitive bidding on a price basis to secure a professional 
engagement. 

We feel that the public interest is served if agencies contracting for pro 
fessional services are encourage to follow procedures essentially as follows: 

(1) Consider the qualifications of a number of firms who appear to be cap- 
able of meeting the requirements of an undertaking. 

(2) Select from the list one or more who are believed to be the best quali- 
fied, and carefully interview them separately, explaining fully the proposed 
service and carefully examining the qualifications of the firm, but without 
mentioning fee. 
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(3) List these firms in order of desirability, taking into account reputation, 
experience, financial standing, personnel available, whether the workload ail- 
ready being carried will permit prompt and efficient service, and any other 
pertinent factors. 

(4) Choose the one deemed most desirable and agree on a mutually satis- 
factory fee, this being the first time there is any discussion of cost. 

(5) In the event that it is found impossible to agree on the fee, dismiss 
the firm in writing and negotiate with the one next on the list, and so on 
until agreement is reached. , 

Because these matters are of great importance to the public as well as to 
all professional engineers, we request the opportunity to file an amplified state- 
ment with the Committee on Armed Services at a later date, should Mr. Wisely 
deem it advisable upon his return to the office on June 6. 

Respectfully submitted. 

E. S. KirKPATRICK, 
Assistant to the Secretary, 
American Society of Civil Engineers. 


Mr. Vinson. The American Manufacturers Association [sic ]—they 
want to appear in person ? 

Mr. Courtney, No, sir. No, Mr. Chairman, they have a statement 
for the record. 

(The statement follows :) 


NATIONAL ASSOCIATION OF MANUFACTURERS, 
May 25, 1960. 
Hon. CARL VINSON, 
Chairman, House Armed Services Committee, 
House of Representatives, Washington, D.C. 

DEAR CONGRESSMAN VINSON: It is understood that a hearing will be held with- 
in your committee during the forthcoming week on H.R. 12299 relating to 
amendments of the Armed Services Procurement Act of 1947. The national 
defense committee of the National Association of Manufacturers is now study- 
ing that bill and we hope we may be given the opportunity to express our 
views to the committee personally in this regard at your convenience. 

It may be said at this time that the contents of H.R. 12299 appear to be 
tied in with the provisions of several general bills, notably S. 500 which was 
introduced by Senator Saltonstall. We believe that the issues now before 
your committee should in fact be considered in conjunction with the broader 
issues contained in the proposals to which I allude. Therefore, we are enclos- 
ing a statement we rendered in the recent past discussing many of the impor- 
tant matters we have in mind. 

It is hoped that this may be of assistance to you, and we look forward to 
elaborating on our view by personal representation. 

Sincerely yours, ; 
GEorGE P. F. SMITH, 
Chairman, National Defense Committee. 





NATIONAL ASSOCIATION OF MANUFACTURERS, 
May 31, 1960. 
Hon. Cart VINSON, 
Chairman, House Armed Services Committee, 
House of Representatives, Washington, D.C. 

DEAR CONGRESSMAN VINSON: As communicated to your committee by our 
Washington representative, we have not been able to present our views personally 
this morning on H.R. 12299. Your letter of Friday, May 27, inviting our 
presentation arrived at our offices only this morning as a result of the legal 
holiday, Monday, May 30, and it was impossible, accordingly, for witnesses 
for NAM to come to Washington from New York within the limited time of 
notice. We wish to reiterate that the contents of H.R. 12299 appear to be 
tied in with the provisions of several general bills, notably S. 500 which was 
introduced by Senator Saltonstall. We believe that the issues now before your 
committee should in fact be considered in conjunction with the broader issues 
contained in the proposed legislation to which I allude. In the light of this, 
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it is our opinion that matters such as those brought up in H.R. 12299 should not 
receive any further action by your committee until they can be weighed along 
with related problems which are expected to be resolved as an outgrowth of 
studies being made pursuant to the Renegotiation Act extension during the past 
year. 

This represents our national defense committee’s general view of H.R. 12299: 
we believe it to be sufficiently important for our asking that insertion be made 
of this letter into the hearing record. 

Very truly yours, 
GerorcE P. F. SMiTH, 
Chairman National Defense Committee. 





STATEMENT OF WARREN WEBSTER, NATIONAL DEFENSE COMMITTEE, NATIONAL 
ASSOCIATION OF MANUFACTURERS 


My name is Warren Webster; I am chairman of NAM’s National Defense 
Committee, and I am speaking today for the association. I am also vice presi- 
dent of Warren Webster & Co. of Camden, N.J., which is by Government def- 
nition a small business dealing in heating and cooling equipment. We have 
been involved in defense contracting for a number of years both as a prime 
and a subcontractor for the Army, Navy, and Air Force. While my state 
ment relates primarily to the proposed armed services procurement amendments 
in S. 500, some comments also pertain to the legislative bills S. 1883 and S. 1875, 

I should like to point out that the association consists of some 20,000 men- 
bers. It may be of interest to note that 83 percent have less than 500 employees, 
and 28 percent have less than 50 employees. Therefore, we speak ‘for small, 
medium and large producers which includes a cross-section of all types of 
defense enterprises. 

The NAM supports in a number of respects the basic proposals of S. 500 to 
cut down leadtime in the development of complex military equipment, and 
improving the efficiency and economy of defense procurement. In this regard, 
NAM’'s policy position on “Expediting national defense procurement” may be 
cited : 

“Research, development and production by defense contractors must be 
encouraged and expedited from the conceptual stage to tactical usage of end 
items. Maximum utilization of the incentives of the private enterprise system 
ean be achieved by streamlining administrative and legal requirements through 
elimination of unnecessary paperwork and the conservation of time, manpower 
and money. Under proper circumstances, recognition should be given by laws 
and procurement regulations to expeditious and fair utilization of all forms 
of contractual arrangements (whether variations upon cost reimbursement or 
fixed price contracting) including weapons system procurement, and negotiated 
and competitively negotiated defense contracting. The contributions of all 
sizes and types of companies and suppliers both on the prime and subcontract 
level, should continue to be encouraged in the defense effort.” 

In giving support to S. 500 in its general aspects, industry recognizes that 
the basic 12-year-old defense procurement law—which governs the spending 
of well over $20 billion annually for everything from small arms to interconti- 
nental missiles—in some respects as will be enumerated has become unrealistic 
and unnecessarily restrictive. This contributes to unnecessary delays and 
costs that no longer can be afforded or tolerated. At this time when our Nation's 
security could be threatened by delay in the procurement of a new weapon, we 
believe that procurement law and implementing instructions should take full 
advantage of the vast industrial know-how and resourcefulness which have 
put the United States head and shoulders above the rest of the world in the 
production of top quality, low cost, nondefense products. In this regard, I 
want to make detailed reference shortly to the recognition and utilization of 
weapons or operational systems contracting—and procurement via performance 
specifications. 

At this point I want to make the general observation that the association 
feels that legislative and administrative policies governing procurement should 
be sufficiently flexible to permit adjustment to the method of supplying and con- 
tracting most appropriate to the types of supplies and services to be procured. 
At the same time, statutes and regulations should permit the degree of com- 
petition appropriate under the circumstances, recognizing competitive negotia- 
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tion as well as formal advertising as a normal method of procurement. Gen- 
erally, we believe that today’s circumstances call for the elimination of unnec- 
essary, multiple layers of review and the removal of obstacles to prompt decisions, 
particularly in the evaluation and selection of new weapons. 

Also, we want to go on record with regard to our belief that the contributions 
of all sizes and types of companies and suppliers both on the prime and sub- 
contract level should be encouraged in the defense effort. This relates to the 
selection of suppliers who, regardless of size, have management knowledge, 
technical know-how, adequate facilities, and the stability for the development 
and procurement of modern weapons and weapons systems. However, we can- 
not endorse the proposition that our defense efforts or economy will be enhanced 
by basing our procurement policies on purely geographical, labor surplusage 
or business-size considerations. 

Our country’s security is too crucial, and the procurement process itself is 
too delicate, to attempt to administer decisions upon the above-mentioned 
criteria. The award of vital military contracts upon geographical considerations 
would lead to unwise pressures and interferences with the judgment of those 
responsible for our defense program. The implications involved in requiring 
contract awards to be made on a basis such as local levels of employment would 
be equally shortsighted. We would be loath to recommend that a legislative 
program be imposed in relation to local or area matters in which the arbitrary 
use of Federal defense funds would serve to perpetuate any local economic dis- 
location. Likewise, the procurement of defense materiel should not be equated 
with a legislative subsidy scheme—the factor of business size should not involve 
arbitrary considerations. We must insure equal epportunity to businesses of 
all sizes to participate to the extent of their capabilities as previously defined. 
In short, those responsible for the award of defense contracts should be given 
maximum latitude to exercise good business judgment and to follow sound 
principles for insuring the procurement of the highest quality materiel at the 
lowest cost to the public. Only under such conditions can we be assured of the 
best defense for the American people. 

Although we are concerned with the overall aims of the various bills currently 
suggesting procurement changes, at this time we want to direct our remarks 
particularly to the following general proposals which we favor in the interest of 
national defense : 

(a) The recognition, definition, and establishment of weapons or operational 
systems procurement. 

(b) The recognition of competitive negotiation on a status comparable with 
formal advertising. 

(c) The establishment and broadened usage of performance specifications. 

(d) Delegation of approvals re usage of CPFF contracts for research and 
development programs. 

(e) The delegation of authority by agency heads to responsible aids to make 
procurement determinations except those involving mobilization matters. 


OPERATIONAL SYSTEMS- PROCUREMENT 


We consider it imperative that the legislative recognition be accorded in 
armed services procurement to the various forms of weapons or operational 
systems practice which have been used administratively for the past 5 or 6 
years. The record has been made before the Armed Services Committee that 
in certain complex procurements, systems contracts can result in a better 
product in less time and at less cost than the Government itself could achieve 
as the direct manager. The time has arrived when the strong shoulder of 
statute should be placed behind the effective weapons or operation] systems pro- 
curement in order to push aside time-consuming harrassment and deterrents to 
decisionmaking. Further, we feel that a statute can establish workable guide- 
lines to enhance the systems approach to procurement. 

In line with S. 500 it would seem that a definition and broadening of the 
term “weapons systems” procurement to “operational systems” procurement is 
desirable inasmuch as a heavy volume of materiel other than weapons in the 
harrow sense is being procured by this method. We also believe in encouraging 
flexibility in existing Department of Defense organizational structures and 
responsibilities with regard to operational systems. It must be pointed out 
that delegation of management to systems contractors does not lessen the need 
of strong management organization within the military services. We are grati- 
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fied to note that the testimony being presented to you by the military as wel] 
as industry indicates agreement on a need which can be expeditiously put into 
worthwhile legislation on operational systems. 

Although a question might arise as to the requirement in S. 500 for periodic 
bulletins .on the progress of operational systems procurement as being incon- 
sistent with our desire to reduce paperwork and decrease leadtime, we believe 
that such a reporting requirement would afford a valuable basis for evaluating 
the use being made of the concept. 


COMPETITIVE NEGOTIATION 


Our membership also feels strongly that appropriate legislation can lead to 
a saving of time and expense by raising “competitive negotiation” to a legal 
status comparable to “formal advertising.” We are in favor of this proposal 
whereby the Department of Defense would still maintain administrative contro] 
over the use of competitive negotiation, but would no longer be required to 
carry out the cumbersome and formal “determination and findings” system. 

Statutory recognition of competitive negotiation would publicly acknowledge 
the fact of the value of this procurement mechanism. Moreover, legislative 
definition of competitive negotiation would encourage adherence to competitive 
standards in contractual procurement now being negotiated by the armed serv- 
ices. The recognized availability of the competitive negotiation form of pro- 
curement can by its nature add flexibility in bargaining for contract terms and 
types—as well as reduce costs and broaden the base of suppliers. Certainly 
Congress should consider clarifying the status of competitive negotiation to 
avoid the hazard that its usage might be discouraged directly or indirectly to 
a disadvantageous degree. 


PERFORMANCE SPECIFICATION Ss 


We support using “performance specs” in place of the elaborate and detailed 
design specifications and manufacturing drawings which often accompany pro- 
curement requests and bid invitations. This proposal to simplify often complex 
situations should be permitted wherever usage is practicable. I won’t take 
your time to reiterste the numerous advantages of prescribing performance 
specs from the ccntiactors’ standpoint as well as those of the Defense Depart- 
ment. I will just say that legislative action would certainly result in the 
greater utilization of standardized commercial items, which in itself would 
be mutually helpful to the defense agencies as well as to all types of suppliers. 
Moreover, performance specifications are well known to encourage greater 
freedom of action and technological innovations by contractors, with consequent 
reduction in engineering demands on the. military. I would like to make a 
point of the fact that performance or combination performance—detail “specs” 
might even be utilized under the rigid requirements of formal advertising. Un- 
doubtedly, certain kinds of performance specifications are capable of usage in 
formal advertising when the requirements are so explicit as to put all bidders 
on equal notice as to the production or services needed. - 


UTILIZATION OF COST TYPE CONTRACTS 


We are in full accord with the proposal in 8S. 500 to remove the requirement 
for a determination by the head of an agency of the use of cost and cost-plus- 
a-fixed-fee contracts for research and development. We feel that there are 
enough checks and balances available on those types of contracts existing with- 
out this present burden which is serving to slow up our procurement race in 
the world today. Moreover, in view of the complexity and lack of definition 
on the great majority of modern procurements which are generally CPFF, con- 
sideration should be given to further relaxing the requirement for determina- 
tions on the use of CPFF type contracting generally. The consideration should 
be whether or not such a removal of the requirement for determinations would 
speed up, for instance, the procurement of complex weapons systems which is 
largely dgne on a CPFF basis. 

DELEGATIONS 


The proposal to authorize delegation by agency heads to make procurement 
decisions under chapter 137 of title 10, United States Code, except when certain 
mobilization considerations exist is an important step toward eliminating un- 
necessary paperwork. Undoubtedly, this would improve the efficiency and 
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effectiveness of responsible people on different levels and chains of authority 
by freeing them of the present time-consuming burden of reviving the volume 
of paper now being carried up the many steps to an agency head for final review 
and decision. 

CONCLUSION 


We know that you will seriously consider the efforts of S. 500 to clarify the 
usage of various policies and procedures, cut redtape, expedite the delegations 
of authority, and generally speed up research, development, and production 
from the conceptual stage to the practical usage or end items. Obviously this 
has to be done in a manner in which the Nation’s economy and the interest of 
the individual taxpayer is protected. 

With regard to the problems that might be faced in relation to the standard- 
ization program of law and regulation that may affect different contracting 
agencies by proposed legislative changes, it should be borne in mind primarily 
that the overwhelming percentage of procurement is accomplished by the De- 
fense Department. Certainly the interests of other agencies should be guarded, 
but uniformity should not become an end in itself. 

As pointed out earlier, we believe that contributions of all sizes and types 
of competent companies and suppliers should be encouraged in the defense effort. 
This matter, particularly as relating to subcontracting, necessitates persistent 
study. 

Early in our statement it was noted that we were concerned with “leadtime.” 
Industry recommends the decentralization and delegation of decision making 
as a means of reducing that “leadtime.” Moreover, it is time to provide to both 
the contracting officer and industry further clear-cut policies and procedures 
backed up by statute in relegating trench warfare procurement to the past. 
Needless to say, we are for strict accountability in the monitoring and auditing 
accomplished under defense procurement. However, we have recommended in 
this statement the elimination of various superfluous administrative controls 
that are not now needed or justified for binding everyone. 

We believe that S. 500 in a number of respects represents a significant im- 
provement over existing procurement law. It is an attempt to be broad 
enough in scope to accommodate present proving requirements, yet restrictive 
enough to assure the checks and balances which are necessary. Enactment of 
such a bill would be a tremendous stroke toward resolving many time-consuming 
and costly problems for contracts, the Government, and the American taxpayer, 
and would be an added measure toward promoting national security. 


NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS, 
Washington, D.C., June 3, 1960. 
Hon. Cart VINSON, 
Chairman, Special Subcommittee on Procurement, 
Commitiee on Armed Services, U.S. House of Representatives, 
Washington, D.C. 

Deak CHAIRMAN VINSON: We are enclosing herewith for your consideration 
a statement of the National Society of Professional Engineers with respect to 
certain provisions of H.R. 12299, a bill to amend the Armed Services Procure- 
ment Act of 1947. 

We trust that the views of the society as expressed in the attached statement 
will be of assistance to you and the subcommittee in connection with your recent 
hearings on the the subject legislation. 

Please be assured that the national society stands ready to assist you further in 
any way possible. We would appreciate the opportunity of further discussing 
this matter with you or the subcommittee staff, should you so desire. 

Very truly yours, 
PAUL H. Rossins, 
Erecutive Director. 


STATEMENT OF NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS 


The National Society of Professional Engineers is a nonprofit member- 
ship organization composed of professional engineers engaged in virtually all 
branches of the engineering profession and all fields of professional endeavor. 
Each of the society’s 53,000 members is registered under applicable State engi- 
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neering registration laws which certify that registrants thereunder have met 
the prescribed qualifications for engaging in the practice of professional engi- 
neering. The society’s membership is affiliated through 53 State and territorial 
societies and approximately 400 local community chapters. 

Since the founding of the national society over a quarter century ago, the 
society has continuously maintained an active interest in items of national 
legislation affecting the practice of engineering. It is because of this interest, 
and our consistent efforts to maintain engineering practice at the highest ethical 
and professional level, that we present our views herewith with respect to certain 
features of H.R. 12299 which might prove at variance from accepted engineering 
practices. 

It is a basic policy of the Armed Forces Procurement Act of 1947 that contracts 
be let on the basis of formal advertising. This policy is not inflexible, however, 
as evidenced by the 17 exceptions to the formal advertising requirement which 
appear in section 2304(a) of title 10, United States Code. One of these excep- 
tions, namely that appearing at section 2304(a) (4), relates to contracts for pro- 
fessional services. Our interest centers primarily around this section of the 
code, and the effect which certain features of H.R. 12299, as presently worded, 
may have on the procurement of professional engineering services by components 
of the Military Establishment in accord with established principles of the engi- 
neering profession. 

In this connection, may we first direct your attention to page 3 of H.R. 12299 
which proposes the addition of a new subsection (g) to section 2304 of the act. 
According to this language, in all negotiated procurements in excess of $2,500, 
proposals are to be solicited from the maximum number of qualified sources and 
written or oral discussions are to be conducted with all responsible offerors 
“who submit proposals within a competitive range, price, and other factors con- 
sidered.” This new subsection appears to require, in connection with the pro- 
curement of professional services under subsection 2304(a) (4), for example, 
that prospective contractors of professional engineering services submit a pro- 
posal for consideration prior to the awarding of the contract, and that in addition 
written or oral discussions be held among those contractors submitting proposals 
within a competitive range, at which time price and other factors are to be 
considered. 

The performance of engineering services is a highly specialized art and the 
selection of the firm or individual to provide such services should be based solely 
upon qualification as evidenced by the contractor’s experience, training, staff, 
previous projects of a similar nature, and other such factors relating to overall 
qualification. Price or fee is not and should not be taken into consideration 
during preliminary evaluation for the reason that a determination in which 
price is a material factor does not necessarily assure the contracting agency 
of the best engineering services available. In fact, it has been demonstrated 
that a reliance on price and the consequent awarding of a contract to the “lowest 
bidder” may result in the engagement of the firm which is not necessarily the most 
qualified for the job. The economies contemplated thus might not materializ 
at all, and in fact, the project may actually end up costing the Government greater 
sums than would be involved had the contract originally been given to the most 
qualified engineer, irrespective of price or fee. 

Thus the procedure as contemplated in the language of the proposed new sub- 
section (g) could be construed to permit some element of competition based on 
price to be taken into consideration during contracting procedures for profes- 
sional services. If this is not the intent of the bill’s sponsors, and we trust that 
it is not, then in our considered judgment the bill should be amended to make this 
intent clear. Otherwise we can visualize only too clearly situations in which 
contracting officers, as a matter of actual practice, would undertake to procure 
professional engineering services on a competitive price basis, if only to justify 
their selection according to the mandate of the proposed subsection (g). If 
such be the case, conditions would then exist by which Federal law would sanc- 
tion a practice which is contrary to existing procedures and contrary to profes- 
sional ethics which prohibit professional consulting engineers, and other profes- 
sional practitioners, from bidding competitively for contracts involving the 
rendtion of a professional service. The Government would thus deprive itself 
of the service of qualified engineers who subscribe to and practice under these 
ethical standards. 

An additional area of concern relates to page 5 of H.R. 12299 which contains 
language to amend existing subsection 2310(b) of the act to require that con- 
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tracts negotiated under certain clauses in section 2304(a), including clause 4, 
“shall be supported by a written finding setting out facts and circumstances suffi- 
cient to clearly and convincingly establish that use of formal advertising would 
not have been feasible and practicable.” By making reference to clause 4 of 
section 2304(a), this language definitely contemplates that a written justification 
must be made for any contract negotiated for the performance of professional 
services, including, of course, engineering. 

The basic Armed Services Procurement Act recognizes through clause 4 that it 
is not practicable and feasible to obtain professional services through formal 
advertising; the authority to negotiate such contracts being clear and specific. 
This clause is different from some of the other 16 exceptions listed in section 
2304(a) in that the agency head or his representative has no discretion or lati- 
tude in determining whether such contracts come within one of the exceptions 
and consequently should be negotiated. If the services are professional, the 
contract is to be negotiated. If the services are not professional, clause 4 does 
not apply. 

Thus, there is no room for the exercise of discretion or a need for an evalua- 
tion of several factors in order to determine whether a professional service con- 
tract should be negotiated. All the contracting officer needs to know is whether 
professional services are involved. There is no other determination to be made. 
Consequently it would appear that a requirement that a written justification 
be made when contracts are negotiated would have no practical application to 
professional service contracts negotiated under clause 4. Further, such a re- 
quirement as contemplated in the proposed amendment to subsection 2310(b) 
would be no more than burdensome, unnecessary obligation for the contracting 
officer when professional services are involved. 

Thus, since the presence of professional services is the only justification needed 
for negotiating a contract under the authority of clause 4, it would appear that 
an amended subsection 2310(b) need not be made applicable to clause 4 in order 
for the objectives of such an amendment to be accomplished. With the present 
exception for professional services so clear, the only justification needed to es- 
tablish that the use of formal advertising would not have been feasible and 
practicable, is a showing that the services are professional in nature and thus 
clearly within the clause 4 exception. 

In order for the negotiation of professional consulting engineering services to 
conform to established practices and to professional ethics, the contracting pro- 
cedure should follow two distinct steps: 

1. The selection of the consultant or firm deemed best qualified for the 
professional service required. 
2. The negotiation of a suitable fee with that consultant or firm. 

If the parties cannot reach an understanding as to fee, of course, the agency 
resumes the same procedure with another consultant or firm. We believe it 
clear from this procedure that the question of price or fee is not taken into 
consideration until a selection is made of the firm which is most qualified to 
perform the particular service involved, and which the contracting party de- 
sires for the performance of the service. 

This procedure is being followed at the present time, to the best of our 
knowledge, by all of the Federal agencies and departments, including those in 
the Department of Defense, with most satisfactory results for the Government 
and the professional practitioners. Identical procedures are followed by private 
concerns and corporations. 

For the further information of the subcommittee, we have attached as ap- 
pendixes to this statement, copies of the society’s detailed policies pertaining 
to recommended procedures for the negotiation of engineering contracts. 

While we fully realize that in most instances cost must be of prime concern 
to the Government, it has been widely recognized, as mentioned previously, that 
in the field of professional services both the cost and quality interests of the 
Government are best served by a procedure which emphasizes qualification as 
the first requisite. The two features of H.R. 12299, of which we have made 
specific mention, would not, if enacted into law in their present form, continue 
to emphasize qualification as the primary consideration in the awarding of a 
contract for professional services. 

We earnestly solicit the subcommittee to make it unmistakably clear that the 
principles of “negotiation” for professional services, as presently authorized in 
Section 2304(a) (4) of title 10, United States Code, remain undiluted and without 
exception the sanctioned practice which all components of the military organ- 
ization can continue to follow. 
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APPENDIX A. COMPETITIVE BIDDING FOR PROFESSIONAL SERVICES 


(NSPE Policy No. 10) 


The practice of engineering is a learned profession, requiring of its members 
sound technical training, broad experience, personal ability, honesty, and in- 
tegrity. The selection of engineering services by an evaluation of these qualities 
should be the basis of comparison rather than competitive bids. 

Competition between engineers for employment on the basis of professional 
fees or charges is considered unethical practice by all professional engineering 
groups. Hence, the announced intent of an owner or governmental body to 
request such competitive bids removes from consideration many engineers who 
may be the best qualified to be entrusted with the proposed work. 

Since the securing of competitive bids for professional engineering services 
is not in the best public interest and as such procedure frequently results in the 
awarding of the work to other than the best quatified engineers, the National 
Society of Professional Engineers does now and herein express itself as opposed 
to competitive bidding for professional engineering services and of favoring 
the practice of negotiating of contract in all cases where it may be necessary 
or desirable to consider the services of more than one engineering consultant 
or organization. 


APPENDIX B. CONTRACTS FOR ENGINEERING SERVICES 
PROCEDURE FOR NEGOTIATING-GENERAL 
(NSPE Policy No. 11) 


It is the policy of the society that— 

1. Any governmental unit, individual, or corporation desiring to procure the 
services of an engineering consultant or organization, which is unacquainted 
with the practitioners in the branch of engineering covering the contemplated 
work, should secure from the best available sources the names of several practi- 
tioners ; and 

2. That the governmental unit, individual, or corporation discuss the proposed 
project with the several engineers and explore their background, experience, and 
success in handling work of a nature comparable to that proposed, and also as 
to the nature of their charges and the manner and basis on which they would 
expect to be compensated ; and 

3. That, if so desired, the proposed charges be compared with recommended 
minimum fee schedules prepared by the various engineering societies, giving 
due consideration to the complexity of the project; and finally 

4. That, after taking into consideration all of the foregoing factors, and upon 
the completion of satisfactory negotiations, the individual engineer or organi- 
zation be retained with whom the employing governmental unit, individual, or 
corporation is satisfied to entrust the handling of the contemplated work. 

Specific procedure: In order to secure the engineering firm most qualified to 
give service on an engineering project, at a fair and reasonable fee, the fol- 
lowing procedure is adopted: 

5. One or more engineering firms should be selected for interview. This inter- 
view is for the purpose of selection only, and the discussion should center around 
the qualifications of the firm for the work to be performed. 

6. After each firm has been interviewed separately, a selection should be made 
and the firm selected should again be called in for negotiation of fee and agree- 
ment on essential details in connection with the project. 


Mr. Vinson. Now, I think that closes the testimony on this pro- 

al. 

And that brings us back around to our responsibility imposed upon 
us by the act of Congress. And I am happy to say that we have stud- 
ied that very closely and that I will be in position, with the aid of Mr. 
Courtney and the other members, who will go to work on this legisla- 


(NoTr.—The term “engineering” as used above shall be assumed to include land survey- 
ing, and the term “engineer” shall be assumed to include land surveyors. ) 
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tion, to try to button that report up one day next week and lay it 
before you for your consideration in the committee. 

I am glad to see that Mr. Courtney has fixed the document up. I 
think it is a very fine paper, and I hope everybody will read it. And 
you will have the whole weekend to read it. It is a very fine docu- 
ment. 

I don’t know if it will be of help to you, but we will give it to you 
and ask you to study it. 

Thank you, Mr. Comptroller. 

Mr. Weicu. Thank you, Mr. Chairman. 

(Whereupon, at 11:53 a.m., the subcommittee adjourned.) 
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CONSIDERATION OF H.R. 12572, TO AMEND THE ARMED SERVICES 
PROCUREMENT ACT OF 1947 


House or REPRESENTATIVES, 
ComMiItrEE ON ARMED SERVICES, 
Washington, D.C., Thursday Jume 9, 1960, 

The Cuarrman. Now, the next one is one from the subcommittee 
headed by myself, with Mr. Kilday, Mr. Rivers, Mr. Lankford, Mr, 
Huddleston, Mr. Morris, Mr. Arends, Mr. Bray, Mr. Bates, Mr, 
Osmers, and Mr. Becker, which is a very important matter, also, 
And that is set forth in this bill—— 

Mr. Bares, 12572? 

The CuarrMan, 12572. 

Now, send for Mr. Courtney. And I will try to explain, while Mr, 
Courtney is coming in, what we are driving at. 

During the renegotiation bill last year, a provision was inserted in 
the bill requiring a study to be made by the Armed Services Com- 
mittees of the House and Senate with reference to all types of con- 
tracts engaged in by the Department of Defense. 

It was mandatory on our part that we make a report to the House on 
this subject matter. 

A few months ago the subcommittee, after consulting with Mr. 
Arends, was set up, and we went to work on this matter. And asa 
result of that, we think there should be certain amendments to the 
procurement law. 

We will all bear in mind that during the 80th Congress, under the 
leadership of Mr. Jack Anderson, now one of the aids at the White 
House, the subcommittee that was dealing with the matter brought 
out what is known as the procurement statute. And this now relates 
to an amendment of it which we propose to incorporate in our sug- 
gested amendments of the whole subject matter that goes before the 
Joint Committee on Internal Revenue Taxation to make some recom- 
mendation in regard to this subject matter that is referred to in the 
Renegotiation Act. 

Now, if you will follow me while I am reading it, you will see 
what we are striving to do. And I will try to explain it. This is 
H.R. 12572: 

Purchases of and contracts for property or services covered by this chapter 
shall be made by formal advertising in all cases in which the use of such method 
is feasible and practicable under the existing conditions and circumstances. 

Now, what we are trying to do is to have competitive advertising as 
far as possible and never to goto negotiation unless it is absolutely 
necessary and in the best interest of the Government to do so. 

Mr. Harpy. Mr. Chairman, where have we the definition of what 
is “feasible” and “practicable,” who is going to make that determina- 
tion ? : 

The Cuarrman. We do not define the word “feasible.” 

Mr. Harpy. You realize it is left wide open if you leave that with- 
out any guidelines at all to anybody who is going to make the de- 
termination. It would be just as bad as the transportation officer 
referred to here a minute ago. 
The Cuatrman. All right. 
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If use of such method is not feasible and practicable, the head of an agency, 
subject to the requirements for determinations and findings in section 2810, may 
negotiate such a purchase— 

Now, the next matter relates to one which is highly important. 

Mr. Harpy. Mr. Chairman, seriously, are we going to have any 

uidelines at all on what constitutes the definition of the terms “feas- 
ible” and “practicable” ¢ 

The Cuamman. Well, Mr. Courtney, can you write a definition of 
what constitutes “feasible and practicable” ? 

’ Mr, Courrney. Well, Mr. Chairman and Mr. Hardy, 

In answer to your question, the clause that was just read is a 
statement of the policy which is expressed in the bill. It is a state- 
ment of policy rather than specific legislation, requiring specific find- 
ings as to feasibility and practicability. 

The Cuarrman. Now, let’s see. Now, we amend the section 2307, 

Now, Mr. Courtney, read what the law is today. You have your 
book there. 

Mr. Courtney. Yes, sir. 

The CHamman, Now, listen to this, members, 2804(a) (1). 

Mr, Courtney. 2304(a)(1) reads: 

It is determined that such action is necessary in the public interest during 
a national emergency declared by the Congress or for a period of six months 
following a national emergency hereafter declared by the President, 

The CHamman, All right. 

Now, we approach it in this manner; 

It is determined that such action is necessary in the public interest during a 
national emergency declared by the Congress for for a period of six months 
following a national emergency hereafter declared by the President. 

Now, the effect of that is it will eliminate, upon the enactment of 
this law, the national emergency as far as this bill is concerned. It 
doesn’t deal with other phases of the national emergency. And the 
national emergency declared by President Truman, as far as this act 
is concerned, which had permitted the Department to negotiate under 
the section just read by Mr. Courtney, will be out of the window, and 
the President, if he wants to, can issue a new national emergency for 
ag st of this section of the bill. That is all it means, 

r. Bares. Mr, Chairman. iss 

The Cnarman. Yes, sir. 

Mr. Bares. I think it should be pointed out that today this section 
(1) is only used for three purposes. 

The Cuarmman, That is right. 

Mr. Bares. Disaster areas, small business, and labor surplus areas, 
and they are taken care of in another section of the bill. 

The Cuamman, That is right, we are taking care of it. 

Mr. Harpy. Mr. Chairman, just one other question on this: 

Now, then, this section (1) that we have just read is a limitation on 
the “feasible” and “practicable,” as referred to a little earlier, that I 
raised or called attention to, because it puts another condition, 

But this applies only within a limited area of procurement, isn’t 
that right, these three purposes we were just talking about 

Mr. Bares. Are you asking me? 

55006 O60 4S 
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Mr. Harpy. Anybody can answer. Is this universally applicable 
and does this mean there can be no negotiated contracts except during 
a period of an emergency or 6 months thereafter ? 

he Cuairman. This restricts negotiation of contracts to within a 
pam of 6 months after the declaration of emergency has been issued 
ry the President. 

Mr. Bates. But only to the degree that the reason is a national 
emergency. 

The Cuatrman. That is right. 

Mr. Harpy. That is what I wanted to understand. 

Mr. Bares. There are many other exceptions which will be used. 

Mr. Harpy. All right. 

Mr. Bares. But the excuse is not a national emergency. 

Mr. Kirpay. Mr. Chairman. 

The existing law starts off with section 2304(a). And as this 
states, it shall be by general advertising or competitive bids as far 
as reasonable and practicable, and so, if, and then you state the 
conditions. 

Mr. Harpy. I understand. That is the thing I wanted the record to 
be clear on. 

Actually, this one section here covers only one escape clause that is 
now available. 

Mr. Kixpay. There are 17. 

Mr. Harpy. That is exactly the point. And I just thought the 
record ought to show it. 

The Cuarrman. Certainly, 17. We deal with the others, too. 

Mr. Harpy. We haven’t done much good unless we do. 

The Cuairman. All right. 

Now, the next section : 

The purchase or contract is for technical or special property that he determines 
to require a substantial initial investment or an extended period of prepara- 
tion for manufacture, and for which he determines that formal advertising would 
be likely to result in additional cost to the Government by reason of duplica- 
tion of investment or would result in duplication of necessary preparation which 
would unduly delay the procurement of the property. 

All right. 

The next one is: 

Subsection 2304(a) (17) is amended to read as follows: “(17) otherwise au- 
thorized by law”— 

That is very important. Read section (17), now. 

Mr. Courtney. Section (17) of the law contains the first four words 
in this proposed amendment. It says “otherwise authorized by law.” 
Period. 

The Cuarrman. That is right. 

We added after that— 


or when in furtherance of small business, labor surplus area, or major disaster 
area programs, the agency head determines that supplies or services are to be 
procured from small business concerns as defined by the Administrator of the 
Small Business Administration, from concerns which will perform the contracts 
substantially within labor surplus areas as determined by the Secretary of Labor, 
or from concerns which will perform the contracts substantially within areas of 
major disaster as determined by the President. 


Mr. Harpy. Now, Mr. Chairman, what changes are we making in 
this thing ? 
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The CuairMan. We are making it right there: small business, labor 
surplus, and major disaster areas. v4) 

r. Harpy. So we are going to write into law these provisions, and 
they are coming out of here for the Secretary of Labor to make this 
determination. ’ 

The Cuarrman. No; nota bit. 

Mr. Kitpay. This is existing law. ; 

Mr. Harpy. Well, we are writing it into this act—I am just won- 
dering—— ons 

Mr. Kitpay. Under existing law, you have the Small Business 
Administration with the power to make the exact determination that 
this provides. The President, of course, has the power to declare 
disaster areas. And the Labor Department, on labor distressed areas. 
That is already in the law. L alststy 

Mr. Harpy. What change does this make in existing law? ; 

Mr. Kitpay. Under existing law there is no provision under which 
the military departments could procure within these three areas by 
a negotiated contract. It is being done now because of the existence 
of the Truman national emergency. 

The Cuarrman. That is right. ; RS 

Mr. Kirpay. Where they can dispense with all competitive bidding. 

But by regulation they have limited that negotiation to these three 
areas. 

We now prohibit that from being done generally and give the three 
specific authorities. 

Mr. Harpy. That is just the point. Aren’t we closing the door up 
in that No. (1) and then reopening it down here ? : 

Mr. Kitpay. No; I don’t think so. We repealed the existing emer- 
gency for procurement purposes in No. (1). 

The CuHatrMan. Now, this is a new section (e). 

Section 2304 is amended by adding a new subsection as follows: 

“(g) In all negotiated procurements in excess of $2,500 in which rates or 
prices are not fixed by law or regulation and in which time of delivery will 
permit proposals shall be solicited from the maximum number of qualified 
sources consistent with the nature and requirements of the supplies or services to 
be procured, and written or oral discussions shall be conducted with all respon- 
sible offerors who submit proposals within a competitive range, price, and other 
factors considered : Provided, however, That, the requirements of this subsection 
with respect to written or oral discussions need not be applied to procurements 
in implementation of authorized set-aside programs or to procurements where it 
can be clearly demonstrated from the existence of adequate competition or accu- 
rate prior cost experience with the product, that acceptance of an initial pro- 
posal without discussion would result in fair and reasonable prices and where 
the request for proposals notifies all offerors of the possibility that award may 
be made without discussion.” 


Now, that is a great improvement in bringing about competition 
among the negotiators. 

The history was, as it goes on today, they only deal with one offeror. 
And this probably will certainly mean more within the range. And 
that is a worthwhile improvement over the present law. 

Mr. Bares. And over the other bill, I might add. 

The Cuarrman. The other bill; yes. 

I may say in that connection that we reached an agreement with the 
—— of Defense and the Comptroller on every line that is in 

is bill. 
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Mr. Bates. Notwithstanding what they think about it, it also meets 
the objection I had. 

Mr. Kitpay. That was the other major objection. 

The Cuarrman. Yes; that was the other major objection. 

Now, the next section—this is very important: 

pM, Reo second sentence of subsection 2306(a) is amended by substituting 
ss * for'*(6)”.. 

rid Section 2306 is amended by adding a new subsection as follows: 

“(f) No contracts shall be negotiated under this title containing a profit for- 
mula that would allow the contractor increased fees or profits for cost reductions 
or target cost underruns, unless the contractor shall have certified that the cost 
data he submitted in negotiations for the fixing of the target cost or price was 
current, accurate, and complete; and such contracts shall contain a provision 
that the target cost or price shall be adjusted to exclude any sums by which it 
may be found after audit that the target cost or price may have been increased 
as a result of any inaccurate, incomplete, or noncurrent data.” 

Now, that is a forward step. 

Mr. Harpy. That isa good one, Mr. Chairman. 

The Cuarrman. Thank you very much, Mr. Hardy. 

We worked hard on that. And we were at least trying to do this. 
You see, the large portion, dollarwise, of all these contracts are 
negotiated incentive-type contracts. And we are sort of buttoning it 
up by our action. 

Mr. Kowatsxt. Mr. Chairman. 

Is there a possibility—now, some human beings are honest, but 
some of them are not. You could create some incompetence in the 
figures, that is, inaccuracies, which get in the bid, and then you sud- 
denly discover that you have to raise the amount that the Government 
owes you. Isthere some way we can correct that? 

The Cuarrman. We are trying to get an accurate estimate of the 
target cost. And we are going to have the audit. And we will have 
the audit after it is over. And it will have very wholesome effect of 
making the original proposal be more accurate by elimination of con- 
tingencies and padding figures. And if he then, by his ingenuity and 
his skill, can save and produce the article for less than the estimated 
cost, he has brought about a saving to the Government and he is en- 
titled to participate in that saving. 

Mr. Kowatskt. I understand what your objective is. But the op- 
posite could happen. Where he puts in a lower bid and finds he has 
alotoferrors. But this says “adjusted,” but it doesn’t say which way. 

The Cuarrman. It is pretty good language. 

Mr. Kirpay. He wouldn’t get any incentive sharing in the savings. 

Mr. Smart. He would lose his profit. 

The Cuatrman. Now, the next one—let us go ahead. 

Now, the next one—there is only need to follow right here on 
page 5. 

Each determination or decision under clauses (11)—(16) of section 2304(a), 
section 2306(c), or section 2307(c) of this title shall be based on a written 
finding. 

We improved the language. 

Now on page 5, line 5: 

Contracts negotiated under clauses (2), (7), (8), (10), (12), and for prop- 
erty or supplies under (11) of section 2304(a) shall be supported by a written 
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finding setting out facts and circumstances sufficient to clearly and convincingly 
establish that use of formal advertising would not have been feasible and 
practicable. 

We tightened that up and he has to write something. And then 
that data shall be saved for 6 years. 

Now, that covers this bill. 

Now, the last section : 

The head of an agency may delegate, subject to his direction, to 
any other officer or official of that agency— 

That is all right. Now, I am hoping this committee will agree on 
this bill; that we can enact it, and that we can start a little tighter 
buttoning up on these 17 exceptions in the original law. 

Mr. Harpy. Mr. Chairman. 

What I have seen of the bill—this is the first time I have heard 
any explanation of it. But having been exposed to some of these 
problems in times past, I think this is a good bill. 

I believe there may be need for one other kind of a provision in 
this bill, which I am not going to suggest as an amendment now 
because I haven’t worked it out, not having had an opportunity to 
see this language which was introduced only yesterday—— 

The Cuatrman. That is right. 

Mr. Harpy. But I do believe that there should be some sort of a 
requirement that any authority to negotiate contracts of this kind 
should be conditioned upon the furnishing of full and complete 
information to the committees of Congress that are duly authorized 
to receive it, and to the Comptroller General. 

Now, we have had a considerable problem in this area, under this 
negotiated contract proposition, and the Comptroller General has 
not been able to get information that he should have been provided 
in order to do a thorough audit job. Neither has our committee 
always been able to get the information which we needed to do a 
satisfactory job. And in my opinion, the authority to negotiate for 
these procurements should be restricted and should not be permitted 
except in areas where there is a willingness to provide the appropri- 
ate committees of the Congress and the General Accounting Office 
with full and complete information. | 

Mr. Bares. We provide that they can get a copy of it here. 

The Cuarrman. I think it is a good suggestion. And I will see 
if the subcommittee wants to consider that matter. And I am glad 
you find yourself in accord with this bill. And it is highly impor- 
tant that we enact it as soon as possible. 

I assure you we will look into it. 

Mr. Harpy. Mr. Chairman, I hope you will. And I would like 
to discuss it. 

The Cuarrman. That is right. 

Mr. Harpy. I intend to do a little thinking about this before this 
bill comes up. 

Mr. Wiuson. Mr. Chairman. 

The CHarrman. Yes. 

Mr. Wuson. Throughout this bill, Mr. Chairman, you have been 
talking about “property and services.” And yet in your proposed 
change, in section (14), on page 2, you only specify “investments in 
special property.” 
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- I-submit that there might be instances when research and develop- 
ment contracts, or services might be contracted for, that I believe 
should be anticipated—— 

Mr. Bates. That comes under a different section. 

The Cuatrman. That is taken care of. We permit, in research and 
in universities and all that; that is in the field of negotiation. 

Mr. Bates. Those are separate exemptions. 

These are only the changes, that is, the amendments to the law. 

Mr. Smarr. It is under exception (11), Bob. 

The Cuairman. Now, without objection—any questions from any 
members of the committee before we vote? 

[No response. ] 

The Cuamman. Without objection, the bill will be favorably re- 
ported. And I will report the bill. 


x 











